International—Banker’s Acceptances _
Effective date May 1996 Section 7060.1

One method of financing international trade igecorded with other loans and discounts. If the
by the use of a banker’'s acceptance. Thiaccepting bank subsequently rediscounts (sell:
instrument may be used to finance all of thehe acceptance in the market, that acceptance
successive stages of the movement of goodsbooked as “Customer’s Liability on Accep-
through the channels of trade from the point ofances” and “Bank’s Liability on Acceptances,”
origin to the final destination. and the loan and discount accounts are reduce
A banker’s acceptance is an order in the fornRediscounted acceptances are not consider
of a time draft (also referred to as a bill ofborrowings. The customer’s liability on accep-
exchange or a usance draft) drawn by one partances is reduced by a customer’s prepayment
(the drawer) in favor of itself or another partyanticipation of an acceptance outstanding. Th
(the payee), addressed to (drawn on) a bank (thenk’s liability is not similarly reduced by an
drawee), and accepted by that bank to pay thanticipation.
holder a certain sum on or before a specified The established market for banker's accep
date. The bank’s acceptance of this order frontances in the United States is regulated by th
the drawer, by stamping "ACCEPTED"” across Federal Reserve System. Federal Reserve Ban
the face of the draft and dating and signing thare authorized to discount or purchase eligibl
stamp, is a formal acknowledgment of the obli-banker’s acceptances subject to qualitative an
gation and constitutes an unconditional promisquantitative limits, thus providing a source of
by that bank to honor the time draft at maturityliquidity to the selling banks. The creation of
The drawee bank creating the acceptance tsanker’s acceptances is governed by section
primarily liable for the instrument while the of the Federal Reserve Act, which establishe
payee, as first endorser, is secondarily liable fariteria that must be met for the instrument to
paying the holder in due course. If the drawede eligible for either discount or purchase by
(acceptor) is other than a bank, the instrument ia Federal Reserve Bank. The rules governin
a trade acceptance, not a banker’s acceptancevhether an acceptance meets the eligibility re
Most banker’s acceptances are used to financgiirements for discount or purchase are impotr
trade transactions. Accordingly, acceptances atant for two major reasons. First, acceptance
often created in connection with a letter ofmeeting the conditions of eligibility are more
credit, although they may arise in connectiorreadily salable in the market than acceptance
with collection or open-account transactionsthat do not satisfy these conditions and, as suc
(See section 7080, “International—Letters ofprovide a greater degree of liquidity for the
Credit.”) In general, acceptance credit is con-accepting bank. Second, ineligible acceptance
sidered self-liquidating in that it must provideunlike those that are eligible, are subject tc
the means for its own payment at maturity. Toeserve maintenance requirements, thus raisir
accomplish this, the acceptance must be bas#ite cost to the borrower over that of an eligible
on a specific trade transaction in which goodscceptance. The examiner must be familiar witl
are being shipped before entering the channetbe criteria used for determining eligibility for
of trade. There should be satisfactory evidencdiscount or purchase by a Federal Reserve Ban
to indicate that the draft, when created, is based Section 207 of the Bank Export Services Act
on an actual shipment or storage and that, dtitle Il of P.L. 97-290), which amended section
maturity of the draft, the proceeds from the sald3 of the Federal Reserve Act (12 USC 372)
of the goods will be used to settle the draft. Tdimits the aggregate amount of eligible banker’s
a lesser extent, acceptances also finance theceptances that may be created by a memb
domestic shipment of goods and domestic dpank to 150 percent (or 200 percent with the
foreign storage of readily marketable staples. permission of the Board) of its paid-up and
The payee of the acceptance may hold annimpaired capital stock and surplus. In addi
acceptance until maturity, discount it with his ortion, a member bank is prohibited from creating
her bank, or sell it in the acceptance marketligible banker's acceptances for any one perso
When a bank discounts (purchases) its owin the aggregate in excess of 10 percent of th
acceptance for the payee, its “Customer’s Liainstitution’s capital. Eligible banker's accep-
bility on Acceptances” (asset) and “Bank’s tances growing out of domestic transactions ar
Liability on Acceptances” (liability) accounts not to exceed 50 percent of the aggregate of a
are reduced, and the discounted acceptanceé&hgible acceptances authorized for a membe
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7060.1 International—Banker's Acceptances

bank. All of the foregoing limitations are also borrowers, accepting banks, and investors alike.
applicable to U.S. branches and agencies @ver the years, a banker's acceptance has often
foreign banks that are subject to reserve requirddeen a cheaper financing vehicle than a loan
ments under section 7 of the International Banksince it is readily marketable, considered an
ing Act of 1978 (12 USC 3105). important secondary reserve for the accepting

Banker’s acceptances as a source of financirlgank, and a relatively secure investment to the
and investment offer significant advantages tivestor because of its two-name backing.
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International—Banker’'s Acceptances

Examination Objectives
Effective date May 1996

Section 7060.2

1. To determine if objectives, policies, prac-4.
tices, procedures, and internal controls for
banker’s acceptances are adequate.

2. To determine if bank officers are operating.
in conformance with the established
guidelines. 6

3. To determine the scope and adequacy of
the audit function as it applies to banker's
acceptances.

To evaluate the portfolio for documentation
and collateral sufficiency, credit quality, and
collectibility.

To determine compliance with applicable
laws and regulations.

. To recommend corrective action when objec

tives, policies, practices, procedures, or inter
nal controls are deficient or when violations
of laws and regulations have been cited.
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International—Banker’'s Acceptances

Examination Procedures
Effective date March 1984

Section 7060.3

1. If selected for implementation, complete or
update the banker's acceptance section of
the Internal Control Questionnaire.

2. Determine the scope of the examination
based on the evaluation of internal controls
and the work performed by internal and
external auditors.

3. Test for compliance with policies, practices,
procedures and internal controls in conjunc-
tion with performing the remaining exami-
nation procedures. Also obtain a listing of
any deficiencies noted in the latest review
done by internal and external auditors from
the examiner assigned to the audit review
and determine if appropriate corrections
have been made.

4. Obtain a trial balance of the customer lia-
bility records and:

a. Reconcile balances to department con-

b.

trols and the general ledger.
Review reconciling items for reason-
ableness.

5. Using an appropriate technique, select bor-
rowers for examination.

6. Prepare credit line cards to include:
a. Customer’s aggregate banker's accep-

b.

tance liability.
Banker's acceptances aggregating the
customer’s total liability, listing:
« Current balance of the acceptance.
— Indicate any prepayments (antici-
pations) and portions sold under
participation certificate.
» Date the acceptance was created.
» Tenor of the acceptance (give exact
maturity date, if specified).
» Type of acceptance.
Import.

Third country shipment.

Domestic shipment.

— Storage.

— To create dollar exchange.

— Working capital and/or pre-export.

— Refinancing of sight letters of
credit.

— Current status of the acceptance.

7. Obtain the following information, if appli-
cable to banker's acceptances, which may
necessitate inclusion of additional custom-
ers (borrowers) in the credit review:

Export. )

a.
b.

Delinquencies.

Participations purchased and sold (includ

ing syndicate participations).

« Acceptance participations sold.

e Acceptance pool participations
(borrowings).

. Loan commitments and other contingen

liabilities.

. Extensions of credit to major stockhold-

ers, officers, directors and their interests

. Extensions of credit to executive offi-

cers, directors and their interests of cor-
respondent banks.

Miscellaneous loan debit and credit sus-
pense accounts.

. Criticized shared national credits (appli-

cable foreign credits).

. Interagency Country Exposure Review

Committee determinations.

Extensions of credit considered “prob-
lem loans” by management.

Information on directors, executive offi-
cers, principal shareholders and theil
interests.

. Specific guidelines in the lending policy

pertaining to banker’s acceptances.
Each officer’'s current lending authority.

. The current fee structure.
. Any useful information resulting from

the review of the minutes of the Loan
and Discount Committee or any similar
committee.

0. Reports furnished to the Loan and

p.
qg.

Discount Committee or any similar
committee.

Reports furnished to the directorate.
Loans criticized during the previous
examination.

. Review the information received and per-

form the following for:
a. Participations purchased and sold:

* Test participation certificates and
records and determine that the partie:
share in the risks and contractual pay-
ments according to the agreement.
Determine that the books and records
of the bank properly reflect the bank’s
liability.
 Investigate any participations sold
immediately prior to the date of exam-
ination to determine if any were sold to
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7060.3

International—Banker’'s Acceptances: Examination Procedures

avoid possible criticism during the 10.
examination.

b. Loan commitments (including accep-
tance commitments) and contingent
liabilities. 11.
» Analyze the commitment or contingent

liability if the borrower has been
advised of the commitment together
with the combined amounts of the
current loan balance, if any.

c. Banker’s acceptances created for officer$2.
and directors of other banks:
* Investigate any circumstances which
indicate preferential treatment.
d. Miscellaneous loan debit and credit sus-
pense accounts:
 Discuss with management any large
or old items relating to banker’'s
acceptances.
e. Shared national credits:

» Compare the schedule of banker's
acceptances included in the Uniform
Review of National Credits Program to
the sample selection to determine
which banker’s acceptances in the sam-
ple are portions of shared national
credits (including applicable foreign
credits).

e For each banker's acceptance so
identified, transcribe appropriate infor-
mation from the schedule to line sheets
and return the schedule. No further
examination procedures are necessary
for this area.

f. Cross-border lending:

» Review credit risk without regard to
cross-border considerations which will
be analyzed separately. No further
examination procedures are necessary
in this area.

. Loans criticized during the previous
examination:

« Determine disposition of banker’s
acceptances so criticized by
transcribing:

— current balance and payment

status, or

— date the banker’'s acceptance

was repaid and the source of
repayment.

9. Transcribe or compare information from

the above schedules to credit line cards,
where appropriate, and indicate any past-
due status.

Prepare a credit line card for any banker’s
acceptance not in the sample which, based
on information derived from the above
schedules, requires an in-depth review.
Obtain liability and other information on
common borrowers from examiners as-
signed to cash items, overdrafts, and other
loan areas and, together, decide who will
review the borrowing relationship. Pass or
retain completed credit line cards.

Obtain credit files for all borrowers for

whom credit line cards were prepared and

complete credit line cards, where appropri-
ate. To analyze the loans, perform the fol-
lowing procedures:

a. Analyze balance sheet and profit and loss
figures as shown in current and preced-
ing financial statements, and determine
the existence of any unfavorable trends.

. Relate items or groups of items in the
current financial statements to other
items or groups of items set forth in the
statements, and determine the existence
of any favorable or adverse ratios.

. Review components of the balance sheet
as shown in the current financial state-
ments and determine the reasonableness
of each item as it relates to the total
financial structure.

. Review supporting information for the
major balance sheet items and the tech-
niques used in consolidation and deter-
mine the primary sources of repayment
and evaluate their adequacy.

. Review compliance with the provisions
of acceptance agreements.

f. Review the digest of officer's memo-
randa, mercantile reports, credit checks
and correspondence to determine the
existence of any problems which
might deter the contractual liquidation
program.

. Relate any collateral values to outstand-
ing debt, including margin and cash
collateral deposits.

. Compare fees charged to the fee sched-
ule(s) and determine that the terms are
within established guidelines.

i. Compare the amount of banker's accep-
tances outstanding with the lending
officer’s authority.

j- Analyze secondary support afforded by

guarantors.

Ascertain compliance with the bank’s

established banker’s acceptance policy.

k.
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International—Banker’'s Acceptances: Examination Procedures

706!

13.

14.

15.

For banker’'s acceptances in the sample,
check the central liability file on borrowers
indebted above the cutoff and on borrowers
displaying credit weaknesses or suspected
of having additional liability in loan areas.
Transcribe significant liability and other
information on officers, principals and affil-
iations of appropriate obligors contained in
the sample. Cross-reference line sheets to
borrowers, where appropriate.
Determine compliance with laws, regula-
tions, and eligibility requirements regarding
banker’'s acceptance financing by perform-
ing the following steps:
a. Determine bank compliance with state
limits or the aggregate amount of accep-
tances that may be created for any one

customer, and acceptances created P

furnish dollar exchange.

b. Determine compliance with stipulated17'

aggregate liability limitations on accep-
tances outstanding. (See Federal Reserve
Act, section 13 for single person and
aggregate limitation provisions.)

c. Determine which acceptances are ineli-
gible and therefore subject to loan limi-
tations imposed by state law. In general,
an eligible banker's acceptance is one
which must arise out of a transaction
described in section 13 of the Federal
Reserve Act. For details of eligibility
requirements, refer to the operating pro-
visions of the Federal Open Market Com-
mittee and interpretations of the Board of
Governors of the Federal Reserve Sys-
tem. Eligibility can be determined by
reviewing documentary evidence detail-
ing the nature of the transaction under-
lying the credit extended. This evidence
may be correspondence, title documents
or document transmittal letters which
provide sufficient detail to judge eligibil-
ity according to established criteria.
Details provided should cover:

» Value of merchandise.

« Description of merchandise.

* Origin and destination of shipment.

» Date of shipment.

* Certification that the merchandise is
not being financed elsewhere.

d. Ensure that all of the bank’s own accep-
tances discounted that are not redis-

counted, whether eligible or ineligible, 19.

are booked as loans and thus subject to

18.

the loan limitations imposed by state
law.

e. Determine if state law imposes loan
limitations on eligible acceptances of
other banks purchased.

f. Review acceptance participation agree
ments to determine if the purchaser ha:
recourse to the bank in the event of
default by the account party, in which
case the liability would be considered a
borrowing. Such borrowings may be sub-
ject to limitations on indebtedness of
member banks imposed by state law.

g. Determine acceptances issued on behs
of an affiliate which constitute exten-
sions of credit under section 23A of the
Federal Reserve Act.

Perform appropriate procedural steps in th

Concentration of Credits section.

Discuss with appropriate officer and prepar

summaries in appropriate report form of:

a. Violations of laws and regulations.

b. Acceptances not supported by curren
and complete financial information.

c. Acceptances on which collateral docu-
mentation is deficient.

d. Concentrations of credit.

e. Criticized loans.

Inadequately collateralized acceptances

if applicable.

g. Banker’s acceptances created for majo
shareholders, employees, officers, direc
tors and related interests.

h. Banker’'s acceptances which, for any
other reason, are questionable as to qua
ity and ultimate collection.

Evaluate the bank with respect to:

a. The adequacy of written policies relating
to banker's acceptances.

b. The manner in which bank officers are
operating in conformance with estab-
lished policy.

c. Adverse trends within the banker’s accep:
tance department.

d. The accuracy and completeness of thi
schedules obtained.

e. Internal control deficiencies or
exceptions.

f. Recommended corrective action wher
policies, practices or procedures are
deficient.

g. The quality of departmental management

h. Other matters of significance.

Update the workpapers with any informa-

tion that will facilitate future examinations.

-
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International—Banker’'s Acceptances

Internal Control Questionnaire .
Effective date June 1985 Section 7060.4

Review the bank’s internal controls, policies, fees collected, to support applicable genere
practices and procedures for creating and servic- ledger account entries?

ing banker's acceptances. The bank’s systend. Are acceptances of other banks that hav
should be documented in a complete and con- been purchased in the open market segre
cise manner and include, where appropriate, gated on the bank’s records from the bank’
narrative descriptions, flowcharts, copies of own acceptances created?

forms used and other pertinent information.  10. Are prepayments (anticipations) on outstanc

ing banker’s acceptances netted against tf
appropriate asset account “Customer Lia-

POLICIES bility for Acceptances” (or loans and dis-

1.

counts, depending upon whether or not the

Has the board of directors, consistent with ~ bank has discounted its own acceptance
its duties and responsibilities, adopted writ- ~ @nd do they continue to be shown as
ten banker’s acceptance policies that: liability “Bank’s Liability on Acceptances”?
a. Establish procedures for reviewing bank11. Are banker’s acceptance record copies ar
er's acceptance applications? liability ledger trial balances prepared and
b. Define qualified customers? reconciled monthly with control accounts
¢. Establish minimum standards for docu- by employees who do not process or recor
mentation in accordance with the Uni-  acceptance transactions?
form Commercial Code?
. Are banker’s acceptance policies reviewed

at least annually to determine if they
are compatible with changing market

FEES

conditions? . .

12. Is the preparation and posting of fees an
discounts performed or reviewed by per-
sons who do not also:

RECORDS a. Issue official checks or drafts?
. . . b. Handle cash?
3. Is the preparation and posting of subS|d|ar>13. Are any independent fee and discount corr

. Are the subsidiary banker's acceptance

banker's acceptance records performed or
reviewed by persons who do not also:

a. Issue official checks or drafts?

b. Handle cash?

putations made and compared or adequate
tested to initial fee and discount records by
persons who do not also:

a. Issue official checks or drafts?

records balanced daily with the appropriate b. Handle cash?

general ledger accounts and reconciling

items adequately investigated by persons

who do not normally handle acceptanceg O LATERAL
and post records?

5. Are acceptance delinquencies prepared f@fee |nternational—Loans and Current Accoun
and reviewed by management on a timelyzqyances section.
basis?
6. Are inquiries about acceptance balances
received and investigated by persons who
do not normally handle settlements or posOTHER
records?
7. Are bookkeeping adjustments checked ani4. Are acceptance record copies, own accej
approved by an appropriate officer? tances discounted (purchased), and acce
8. Is a daily record maintained summarizing tances of other banks purchased safe
acceptance transactions details, i.e., bankers guarded during banking hours and locked ir
acceptances created, payments received and the vault overnight?
Commercial Bank Examination Manual March 1994
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7060.4 International—Banker's Acceptances: Internal Control Questionnaire

15. Are blank (pre-signed) customer drafts prop-  applicable letter of credit, to provide a
erly safeguarded? proper audit trail?
16. Are any acceptance fee rebates approved by
an officer?
17. Does the bank have an internal reviewlCONCLUSION
system that:
a. Re-examines collateral and supportind9. Is the foregoing information an adequate
documentation held for negotiability and basis for evaluating internal control in that

proper assignment? there are no significant deficiencies in areas
b. Test checks the values assigned to col- not covered in this questionnaire that impair
lateral at frequent intervals? any controls? Explain negative answers

c. Determines that lending officers are per-  briefly, and indicate any additional exami-
iodically advised of maturing banker's nation procedures deemed necessary.
acceptances or acceptance lines. 20. Based on a composite evaluation, as evi-

18. Does the bank’s acceptance filing system denced by answers to the foregoing
provide for the identification of each accep-  questions, internal control is considered
tance, e.g., by consecutive numbering and (adequate/inadequate).
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International—Due from Banks—Time _
Effective date May 1996 Section 7070.1

U.S. banks and their overseas branches maintainEurodollar deposits are sometimes linked witf
interest-bearing time deposits, known as “dudoreign-exchange transactions. As a result, th
from banks—time,” with foreign banks and Eurocurrency deposit trader will frequently work
overseas branches of U.S. banks. These asselgsely with the foreign-exchange trader wher
may also be referred to as placements, placingsjaking the deposit decision. Foreign-exchang
interbank placements (deposits), call moneyrokers may act as intermediaries if warrante
or redeposits. Due from banks—time depositby market conditions, local customers, the siz
have maturities ranging from one day to severadf the bank, or other factors.
months or years. Certain examination proce- pue from banks—time deposits are treated a
dures, internal control considerations, and Verideposits in the Report of Condition, but contair
fication procedures in the domestic due fromhe same credit and Country risks as loans c
banks section (section 2010) are relevant textensions of credit. Consequently, a prudentl
international due from banks—time. HOWeVer,managed bank should p|ace deposits 0n|y witl
the specialized nature of foreign deposits necegther sound and well-managed banks. The de
sitates additional examination procedures. posit traders should be provided with a list of
Constraints are placed on the amount membeipproved banks with which funds can be depos
banks may deposit with domestic depositoryted up to specific limits. Due from banks—time
institutions. A member bank may not keep oryeposits differ from other types of credit exten-
deposit with any depository institution not hav-sions because they often represent deposits
ing access to the Federal Reserve discoupélatively short maturity, which normally receive
window more than 10 percent of its paid-in andirst priority on repayment in case of insolvency.
unimpaired capital and surplus funds. Stat§evertheless, as credit and transfer risk exist:
member banks may keep on deposit with foreigexposure limits are to be established by cred
banks an amount exceeding that 10 percerjificers and not by foreign-exchange or deposi
limitation. ) ) o traders. These limits must be reviewed regularl
Due from banks—time deposit activities be-py credit officers, particularly during periods of
came important with the growth of the Euro-money market uncertainty or rapidly changing
dollar market. The bulk of due from banks—economic and political conditions. Incoming
time deposits now consists of Eurodollars withconfirmations of transactions from depository
smaller amounts in other Eurocurrencies. Othghstitutions must be carefully verified against
Eurocurrency time deposits are placed in subhank records to protect against fraud and erro
stantially the same manner as Eurodollar depoSimilarly, a systematic follow-up on nonreceipt

its, but may be subject to differing exchangepf incoming confirmations should be closely
control regulations depending on the location ofnonitored.

the office making the deposit.
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International—Due from Banks—Time

Examination Objectives
Effective date May 1996

Section 7070.2

1. To determine if the policies, practices, pro5. To determine the scope and adequacy of th

cedures, and internal controls for due from
banks—time (interbank placements and call
money) are adequate.

. To determine if bank officers and employee$.

are operating in conformance with the estab-

lished guidelines. 7.

. To determine that all due from banks—time

internal and external audit function as it
applies to international due from banks—
time.

To determine compliance with laws and regu
lations.

To recommend corrective action when poli-
cies, practices, procedures, or internal con

accounts are reasonably stated and representtrols are deficient or when violations of laws,

funds on deposit with other banks.

. To determine whether the bank evaluates the

credit quality of banks with which time
accounts are maintained.

rulings, or regulations have been cited.
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International—Due From Banks—Time

Examination Procedures
Effective date March 1984

Section 7070.3

. If selected for implementation, complete or
update the Due from Banks—Time (place-

b. Banks and not finance companies o
commercial borrowers.

ment and call money) section of the Internal 9. Obtain and review the following informa-

Control Questionnaire.
. Determine the scope of the examination
based on the evaluation of internal controls
and the work performed by internal and
external auditors.
. Test for compliance with policies, practices,
procedures and internal controls in conjunc-
tion with performing the remaining exami-
nation procedures. Also, obtain a listing of
any deficiencies noted in the latest review
by internal and external auditors from the
examiner assigned to the audit review and
determine if appropriate corrections have
been made.
. Obtain a trial balance of the customer lia-
bility records pertaining to due from banks—
time by currency and maturity and:
a. Reconcile balance to department con-
trols and general ledger.
b. Review reconciling items for reason-
ableness.
. Determine those due from banks—time
deposits that are unconfirmed as of exami-
nation date and:
» Determine why incoming matching
confirmations are lacking.

* Review the extent of follow-up 10.

procedures.
. Using an appropriate technique, select
deposit customers for examination.

. Prepare credit line cards on the customerkl.

selected for review to include the following:
a. Name of bank and location.
b. Customer's aggregate due from bank-
time liability.
c. For each due from bank—time deposit
placement comprising the customer’s
total exposure to the bank, record the
following information:
* Amount.
e Currency.
* Inception date.
* Value date.
« Maturity date.
* Interest rate.

8. Determine whether selected customers are:

a. Affiliates of the bank or other banks.

13.

tion, if applicable:

a. Matured and unpaid due from banks—
time deposits.

b. Miscellaneous loan debit and credit sus
pense accounts.

c. Interagency Country Exposure Review
Committee determinations.

d. Due from banks—time deposit place-
ments that are considered problem asse
by management.

e. Specific guidelines stated in bank policy
relating to due from banks—time.

f. A current listing of due from banks—
time approved customer lines.

g. The current interest rate structure.

h. Any useful information resulting from
the review of the minutes of the Loan
and Discount Committee or any similar
committee.

i. Reports furnished to the Board of
Directors.

j- Due from banks—time deposit place-
ments that were criticized during the
previous examination.

k. Alisting of due from banks—time depos-
its that were previously charged-off.

Transcribe or compare information from the

above schedules to credit line cards wher

appropriate, and indicate any cancelled ban
lines.

Prepare credit line cards for any due fron

bank—time not in the sample which, basec

on information derived from the above
schedules, requires an in-depth review.

12. Obtain liability and other information on

common borrowers from examiners as-
signed to cash items, overdrafts, and loal
areas and decide who will review the bor-
rowing relationship. Pass or retain com-
pleted credit line cards.
Obtain credit files for all borrowers for
whom credit line cards were prepared anc
complete credit line cards where appropri-
ate. To analyze due from banks—time,
perform the following procedures:
a. Analyze balance sheet and profit and los
figures as shown in current and preced
ing financial statements, and determine
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7070.3

International—Due From Banks—Time: Examination Procedures

k.

the existence of any favorable or adversd6.
trends.

. Relate items or groups of items in the

current financial statements to other item4.7.
or groups of items set forth in the state-
ments, and determine the existence of
any favorable or adverse ratios.

. Review components of the balance sheet

as shown in the current financial state-
ments, and determine the reasonableness
of each item as it relates to the custom-
er’s total financial structure.

. Review supporting information for the 18.

major balance sheet items and the tech-
nigues used in consolidation, and deter-
mine the primary sources of repayment
and evaluate their adequacy.

. Compare each bank’'s balance sheet,

profit and loss items and ratios with
those of comparable banks in the same
country to help identify banks which
may be overextended.

Review compliance with provisions of
due from banks—time deposit
agreements.

. Review digest of officers’ memoranda,

mercantile reports, credit checks and cor-
respondence to determine the existence
of any problems which might deter the
contractual liquidation program.

. Compare interest rate(s) charged to the

interest rate schedule(s), and determin&9.
that the terms are within established
guidelines.

. Compare the amount of due from banks—

time deposits with:

* Lending officer's authority.

» Depositor's limit established by the
bank.

. Detail the major owners of the bank and

whether there is any support by the
government.
Ascertain compliance with established
bank policy.

14. For banks in the sample, check the customer
central liability reporting system for any
other indebtedness.

15. Tr

anscribe significant liability and other20.

information on officers, principals and affil-
iates of banks contained in the sample.
Cross-reference line cards to banks (borrow-
ers), where appropriate.

Determine compliance with state laws and
regulations pertaining to due from banks—
time.

Determine the existence of any concentra-

tion of time deposits with other banks.

Include due from banks—demand (nostro),

time deposits and any call money in com-

putation. For concentrations exceeding

25 percent of the bank’s capital structure,

forward information to examiners assigned

“Concentrations of Credit” for possible

inclusion in the report of examination.

Discuss with appropriate officer(s) and pre-

pare summaries in appropriate report form

of:

a. Matured and unpaid due from banks—
time deposits.

b. Violations of laws and regulations.

c. Due from banks—time deposits not sup-
ported by current and complete financial
information.

d. Due from banks—time deposits on which
documentation is deficient.

e. Concentrations.

f. Criticized credits (portions applicable to
due from banks—time deposits).

g. Due from banks—time deposits which,
for any other reason, are questionable as
to quality and ultimate repayment.

h. Other matters regarding the condition of
the department.

Evaluate the bank with respect to:

a. The adequacy of written policies relating
to due from banks—time.

b. The manner in which bank officers are
operating in conformance with estab-
lished policy.

c. Adverse trends within the due from
banks—time department.

d. The accuracy and completeness of the
schedules.

e. Internal control deficiencies or exceptions.

f. Recommended corrective action when
policies, practices or procedures are
found to be deficient.

g. The quality of departmental management.

h. Other matters of significance.

Update the workpapers with any informa-

tion that will facilitate future examinations.

March 1994
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International—Due From Banks—Time

Internal Control Questionnaire
Effective date March 1984

Section 7070.4

Review the bank’s internal controls, policies,and due from bank—time activities relating to
practices and procedures regarding due frothose functions are combined.)

banks—time. The bank’s system should be doc-
umented in a complete and concise manner and4. Are dealer slips and contract/confirmation

include,

where appropriate, narrative descrip-

tions, flowcharts, copies of forms used and other
pertinent information. Items marked with an

asterisk require substantiation by observation or 5.

testing.

POLICIES

1. Has the board of directors, consistent with
its duties and responsibilities, adopted writ- *7-
ten policies for international due from
banks—time that:

a.

. Establish definite procedures for:

Establish maximum limits of the aggre-
gate amount of due from bank—time
deposits for each:

* The bank?

» The currency of deposit?

» The country of deposit?

. Restrict due from bank—time deposits *8.

to only those customers for whom lines

have been established? g

 Balancing of accounts?

* Holdover deals?

» Rendering of reports to management,
external auditors and regulating
agencies?

» Accounting cutoff deadlines?

Handling of interest?

*10.

CERTIFICATES OF DEPOSIT

sets relating to due from banks—time
numbered sequentially and checked peri
odically?

Is a positions clerk present in the dealinc
room to maintain dealers’ memoranda
records of due from bank—time deposits~

. Is due from banks—time “instructions”

(operations) organizationally and physi-
cally separate from the foreign exchange
dealers?

Do good communications appear to exis

between the dealing room and instruction:

to assure:

a. An effective working relationship with

operations and management to ensur

adequate control and managemen
information?

Coordination with operations regarding

correct delivery/settlement instructions?

Does operations maintain all official

accounting records relating to due from

banks—time?

Does operations:

a. Balance official records against dealing
room memoranda records as schedule
by management?

. Check confirmations for errors?

c. Receive, review and control dealer’s

slips?

d. Handle all payments and receipts?

Are confirmations compared to the genera

ledger entries for accuracy?

b.

o

2. Are bank issued certificates of depositCONFIRMATIONS
safeguarded as other negotiable invest-

ment instruments?
. Are safekeeping receipts for certificates

*11.

Does operations monitor follow-up on
non-receipt of incoming confirmations?

of deposits issued, but held by othersx12  Are outgoing and incoming confirmations
checked to the original purchase order for

accuracy?

*13.

DEALING ROOM INSTRUCTIONS

(Although dealing room and instructions func-
tions must be separate, often foreign exchange

ever handled by dealers who initiate due

from bank—time transactions?

Does the bank check that there are n

confirmation deals dated:

a. Prior to the bank’s own due from bank—
time deal dates?

b. After the bank’s own due from bank—
time deal dates?

Commercial Bank Examination Manual
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7070.4 International—Due From Banks—Time: Internal Control Questionnaire

TESTING ARRANGEMENTS bank—time deposit controls to the general
ledger?
(See the Wire Transfer section.) 21. Are reconciliations reviewed by an officer

independent of the reconciliation?

SIGNATURE BOOKS
OTHER
*14. Are customer signature books updated with
regard to those with whom regular busi- 22. Are individual interest computations
ness is transacted? checked or adequately tested by persons
*15. Does the bank check signaturesonincoming  independent of those functions?
confirmations for authenticity? (Many 23. Are accrual balances for due from banks—
banks do not check signatures on incom- time verified periodically by an authorized

ing confirmations.) official (if so, indicate frequency___)?
*16. Does the bank check signatures for deals24. Do all internal entries require the approval
with non-bank customers? of appropriate officials?

*17. Are banks that do not sign confirmations
asked to confirm such practice in writing

over an authorized signature? CONCLUSION

25. Is the foregoing information an adequate
ACCOUNT RECORDS basis for evaluating internal control in that
there are no significant deficiencies in
*18. Are subsidiary records reconciled with the areas not covered in this questionnaire that
general ledger accounts and reconciling impair any controls? Explain negative
items adequately investigated by persons  answers briefly, and indicate any addi-
who do not post transactions to such tional examination procedures deemed
records? necessary.
19. Is a due from foreign bank—time deposit 26. Based on a composite evaluation, as evi-
trial balance prepared on a periodic basis denced by answers to the foregoing
(if so, indicate frequency )? questions, internal control is considered
20. Is a daily reconcilement made of due from (adequate/inadequate).

March 1994 Commercial Bank Examination Manual
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International—Letters of Credit _
Effective date May 1996 Section 7080.1

INTRODUCTION amended by the issuing bank at any time with
out notice to or consent from the customer or the

Letters of credit are the most widely usedoeneficiary.

instrument to finance foreign transactions. The An irrevocable letter of credit constitutes a

two major types of letters of credit are thedefinite commitment by the issuing bank to pay

commercial documentary letter of credit and thgrovided the beneficiary complies with the let-

standby letter of credit. ter's terms and conditions. In contrast, the revo
cable credit is not truly a bank credit but serve:s
as a device that provides the buyer and selle
with a means of settling payments. Since ¢

COMMERCIAL DOCUMENTARY revocable credit can be canceled or change
LETTERS OF CREDIT without notice, the beneficiary should not rely
on the credit but rather on the willingness anc

This type of letter of credit is used most com-2Pility of the buyer to meet the terms of the

monly to finance a commercial contract for the“Nderlying contract.
shipment of goods from seller to buyer. A The letter of credit may be sent to the bene

commercial documentary letter of credit is aficiary directly by the issuing bank or through
letter addressed by a bank (issuing bank) of{'® iSsuing bank’s correspondent (advising bank
behalf of its customer, a buyer of merchandistcateéd in the same place as the beneficiary. Tt
(account party), to a seller (beneficiary) autho2dVising bank gives notice of the issuance of
rizing the seller to draw drafts up to a stipulated®ttér of credit without assuming any obligation
amount under specified terms. The beneficiari, Nonor demands for payment. Advised letter
will be paid when the terms of the letter of creditof credit will bear a notation by the advising

are met and the required documents are submfg@nk that it makes “no engagement” or words
ted to the paying bank. to that effect. An irrevocable advised letter of

Generally, the issuance of letters of credit iscredit s, therefore, an undertaking to pay by th

governed by article 5 of the Uniform Commer-SS1/"d bank, but not by the advising bank.
cial Code (UCC). However, if the credit is S0me beneficiaries (sellers), particularly thos
issued under New York law, the credit will be not familiar with the issuing bank, request the

governed instead by the Uniform Customs an uyer to have the irrevocable credit issued in th
y uyer’'s country and “confirmed” by a bank in

Practice for Documentary Credits (UCP). Th ) X .
parties may also stipulate that the UCP rathe'@ Seller's country. Confirmed letters of credit
than the UCC applies. Letters of credit may als(?:re evidenced by the confirming bank's nota

: ion: “We undertake that all drafts draw. . .
be governed by foreign law. Generally, letters or i be honored by us” or similar words. The

credit are— beneficiary of a confirmed credit has a definite

commitment to pay from a bank in his or her
* signed and in writing, country and need not be concerned with the
« in favor of a definite beneficiary, willingness or ability of the issuing bank to pay.
« for a specific amount of money, and An advising bank may add its confirmation anc

« in a form clearly stating how payment to thebe designated in the letter as the paying bank

beneficiary is to be made and under what Payment terms of a letter of credit usually
conditions. vary from sight to 180 days, although other

terms are sometimes used. The letter will specif

on which bank drafts are to be drawn. If the draf

In addition, they are issued with a definitejs drawn at sight, the bank will effect payment
expiration date. upon presentation of the draft, provided the
Commercial letters of credit are issued interms of the credit have been met. If the dratft i
either irrevocable or revocable form. Once thalrawn on a time basis, the bank will accept
beneficiary receives an irrevocable letter ofhe draft (by stamping “Accepted” on the face
credit, it cannot be canceled or amended withef the draft), which then can be held by the
out the beneficiary’'s consent. Conversely, aeller or the bank until maturity. Alternatively,
revocable letter of credit can be canceled othe accepted draft can be sold or discountec

Commercial Bank Examination Manual May 1996
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7080.1 International—Letters of Credit

(See section 7060, “International—Banker’stransaction, it is not linked directly to the
Acceptances.”) shipment of goods from seller to buyer. It may
Certain categories of commercial letters ofover performance of a construction contract,
credit, such as back-to-back and red clausgerve as an assurance to a bank that the seller
credits, contain an element of risk, and bankwill honor his or her obligations under warran-
should exercise caution in their negotiationties, or relate to the performance of a purely
Similarly, deferred-payment letters of credit,monetary obligation, for example, when the
which become direct assets and liabilities of &redit is used to guarantee payment of commer-
bank after presentation and receipt of the bersial paper at maturity.
eficiary’s documents, involve greater potential Under all letters of credit, the banker expects
risk when coupled with the length of time thethe customer to be financially able to meet his or
credit is outstanding. her commitments. A banker's payment under a
A transferable letter of credit enables thecommercial credit for the customer’s account is
original beneficiary to transfer the rights ofusually reimbursed immediately by the cus-
payment to one or more beneficiaries. Fretomer and does not become a loan. However, the
quently, the beneficiary is a middleman whabank makes payment on a standby letter of
does not own the goods at the time the letter afredit only when the customer, having defaulted
credit is issued. Thus, the beneficiary may seeén his or her primary obligation, is unable to
to use the letter of credit to finance the acquisireimburse it.

tion of the goods. Under the UCP, a transferable A standby letter of credit transaction involves
letter of credit may be transferred only oncegreater potential risk for the issuing bank than a
unless otherwise stated. commercial documentary letter of credit. Unless

A revolving letter of credit allows for monthly the transaction is fully secured, the issuer of a
shipments with payments being either cumulastandby letter of credit retains nothing of value
tive or noncumulative. In the case of cumulativeto protect against loss, whereas a commercial
credits, undrawn amounts carry over to futureglocumentary letter of credit provides the bank
periods. However, most letters of credit arewith title to the goods being shipped. To reduce
nonrevolving and are valid for one transactionthe risk of a standby letter of credit, the issuing
Since the maximum exposure under an irrevobank’s credit analysis of the account party
cable revolving credit can be large, most revolvshould be equivalent to the analysis of a bor-
ing credits are issued in revocable form. rower in an ordinary loan situation.

Documentation is of paramount importance The standby letter of credit transactions of
in a” |etter Of Cl’edit tl’ansaCtionS. The bank |Sstate member banks are Subject to the |ega|
required to examine all documents with care t@estrictions of Regulation H and section 23A of
determine that they conform to all of the termshe Federal Reserve Act. For reporting purposes,
and conditions of the letter of credit. Manystandby letters of credit are shown as contingent
letters of credit are part of continuous transaciigpilities in the issuer’s Report of Condition.
tions, evolving from letters of credit to sight Under the revised capitalfrisk assets guide-
drafts or acceptances or to notes and advapc es, banks now must allocate capital against
covered by trust receipts or warehouse receipt§yan iy letters of credit. See the capital ade-
Ultimate repayment often depends on the eve juacy guidelines of November 1995 for infor-
tual sale of the goods involved. Thus, the Propeg, ation ~concerning capital allocation require-

ha_ndling and accuracy of the' d_ocumef‘ts hents against standby letters of credit.
quired under the letter of credit is of primary

concern.

ANTI-BOYCOTT REGULATIONS
STANDBY LETTERS OF CREDIT

The Export Administration Act of 1973 prohib-
A standby letter of credit guarantees payment tids banks from taking or knowingly agreeing to
the beneficiary by the issuing bank in the eventake actions that support any boycott against a
of default or nonperformance by the accountountry friendly to the United States. Under
party (the bank’s customer). Although a standbynti-boycott regulations (which are issued by the
letter of credit may arise from a commercialDepartment of Commerce and enforced by the

May 1996 Commercial Bank Examination Manual
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International—Letters of Credit 7080.1

Office of Anti-Boycott Compliance), U.S. banksmay try to add improper language orally rathe!

are required to report letters of credit theythan in writing. Boycott language includes

receive that include illegal boycott terms orclauses or requirements such as—

conditions and should establish an ongoing

program to review all letters of credit. Thesee certification that the goods are not of a par-

regulations apply to both domestic and overseasticular origin, such as Israeli or South African;

branches of all U.S. banks. « certification that any supplier or provider of
The anti-boycott provisions prohibit banks services does not appear on the Arab blacklis

from opening, negotiating, confirming, or pay- the condition, “Do not negotiate with black-

ing international letters of credit that contain listed banks,” or words to that effect;

illegal terms or conditions. The improper lan-+ arequest not to ship goods on an Israeli carrie

guage is most often seen in documentary lettersor on a vessel or carrier that calls at Israel el

of credit, sight reimbursements, and pass-on route to a boycotting country; and

letters of credit, but may also appear in drafta a request for a certificate stating the origin of

and wire payments. Often, a bank’s customer the goods or the destination of the goods.

Commercial Bank Examination Manual May 1996
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International—Letters of Credit

Examination Objectives .
Effective date May 1996 Section 7080.2

1. To determine if objectives, policies, prac- and collateral sufficiency, credit quality, and
tices, procedures, and internal controls for collectibility.
letters of credit are adequate. . . . .

2. To determine whether bank officers are5' gsvsdgazrr:wénﬁlaﬁ%rnghance with applicable
operating in conformance with established 9 )

guidelines. 6. To recommend corrective action when objec
3. To determine the scope and adequacy of the tives, policies, practices, procedures, or inter
audit function. nal controls are deficient or when violations

4. To evaluate the portfolio for documentation of laws or regulations are noted.

Commercial Bank Examination Manual May 1996
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International—Letters of Credit

Examination Procedures
Effective date March 1984

Section 7080.3

1. If selected for implementation, complete or

update the Letters of Credit section of the
Internal Control Questionnaire.
. Based on the evaluation of internal controls
and the work performed by internal and
external auditors, determine the scope of the
examination.
. Test for compliance with policies, practices,
procedures and internal controls in conjunc-
tion with performing the remaining exami-
nation procedures. Also obtain a listing of
any deficiencies noted in the latest review
done by internal and external auditors from
the examiner assigned to the audit review
and determine if appropriate corrections
have been made.
. Obtain a trial balance of the customer lia-
bility records and:
a. Reconcile balances to department con-
trols and the general ledger.
b. Review reconciling items for reason-
ableness.
. Using an appropriate technique, select cus-
tomers for examination.
. Prepare examiners’ credit line cards for
each customer selected to include:
a. Total line available for letters of credit.
b. Total outstanding letters of credit.
« Undrawn amount.
« Date of issuance.
» Expiration date of the credit.
* Name of the beneficiary.
Tenor of the drafts to be drawn.
» Purpose for the credit.
* Issued or confirmed.
» Revocable or irrevocable.
Negotiable or non-negotiable.
Revolving.
— Cumulative or noncumulative.
Transferable.
Assignable.
¢ Amendments.

« |ssued on behalf of domestic banks. 8.

Application (with official approval) is
on file and in agreement with letter of
credit terms.

Bank’s copy is initialed by the officer
who signed the original letter of credit.

7. Obtain the following information if it is

applicable to the letter of credit department.

Such information may necessitate inclusior
of additional customers in the credit review.
a. Delinquencies.

b. Participations purchased and sold sinc
the preceding examination (including
syndicate participations).

c. Loan commitments and other contingen
liabilities.

d. Letters of credit issued (or confirmed)
for major shareholders, officers, directors
and their related interests.

e. Letters of credit issued (or confirmed)
for employees, officers and directors of
other banks.

f. Miscellaneous loan debit and credit sus-
pense accounts.

g. Criticized shared national credits (appli-
cable foreign credits).

h. Interagency Country Exposure Review
Committee determinations.

i. Letters of credit considered problems by
management.

j- Information on directors, executive offi-
cers, principal shareholders and theil
interests.

k. Specific guidelines
policies.

I. Each officer’s current lending authority.

. Current letter of credit commission and

fee structure.

n. Any useful information obtained from
the review of the minutes of the Loan
and Discount Committee or any similar
committee.

0. Reports furnished to the Loan and
Discount Committee or any similar
committee.

p. Reports furnished to the board of
directors.

g. Loans criticized during the previous
examination.

Review the information received and per-

form the following for:

a. Participations purchased and sold (includ
ing syndicate participations).

e Test participation -certificates and
records and determine that the partie:
share in the risks and contractual pay-
ments according to the agreement.

in the lending

Commercial Bank Examination Manual
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7080.3

International—Letters of Credit: Examination Procedures

Determine that the books and records
of the bank properly show the bank’s

liability.

Investigate any participations sold im-

mediately prior to the date of exami-

nation to determine if any were sold to

avoid possible criticism during the 10.
examination.

9.

. Loan commitments and other contingent

liabilities:

* Analyze the commitment or contingentq1
liability if the borrower has been ad-
vised of the commitment and the com-
bined amounts of the current loan
balance (if any) and the commitment
or other contingent liability exceeds

the cutoff. 12.

. Letters of credit issued (or confirmed)

for officers, directors and their interests:
* Investigate any circumstances which
indicate preferential treatment.

. Letters of credit issued (or confirmed)

for officers and directors of other banks.
* Investigate any circumstances which
indicate preferential treatment.

. Miscellaneous loan debit and credit sus-

pense accounts relating to letters or credit.

» Determine liability to the bank on
drafts paid under letters of credit for
work which the bank has not been
reimbursed by the customer.

« Investigate any large or old items.

Shared national credits:

* Compare the schedule of letters of
credit included in the program to the
bank’s reports of unexpired letters of
credit.

» For each letter of credit so identified,
transcribe appropriate information to
line cards. No further examination pro-
cedures are necessary in this area.

. Interagency Country Exposure Review

Committee credits:

* Identify any credits that were selected
for review that are criticized for trans-
fer risk reasons by the Interagency
Country Exposure Review Committee.

. Letters of credit criticized during the

previous examination:
* Determine disposition of letters of
credit so criticized by transcribing:
— Current balance and payment
status, or
— Date the letter of credit was drawn
down (refinanced), paid, expired

or cancelled, and the source of
repayment.

Transcribe or compare information from the

above schedules to credit line cards, where

appropriate, and indicate any past due status
relating to letters of credit.

Prepare credit line cards for any letter of

credit not in the sample which, based on

information derived from the above sched-
ules, requires an in-depth review.

Obtain liability and other information on

common borrowers from examiners

assigned to cash items, overdrafts, and loan
areas and decide who will review the bor-
rowing relationship. Pass or retain exami-
nation credit line cards.

Obtain credit files for all bank customers for

whom credit line cards were prepared and

complete credit line cards, where appropri-
ate. To analyze the letters of credit, perform
the following procedures:

a. Analyze balance sheet and profit and loss
items as shown in current and preceding
financial statements, and determine the
existence of any favorable or adverse
trends.

. Relate items or groups of items in the
current financial statements to other items
or groups of items set forth in the state-
ments, and determine the existence of
any favorable or adverse ratios.

. Review components of the balance sheet
as shown in the current financial state-
ments, and determine the reasonableness
of each item as it relates to the total
financial structure.

. Review supporting information for the
major balance sheet items and the tech-
nigues used in consolidation, and deter-
mine the primary sources of repayment
and evaluate their adequacy.

. Review compliance with provisions of
letter of credit agreements.

Review digest of officers’ memoranda,

mercantile reports, credit checkings and
correspondence to determine the exist-
ence of any problems which might deter
the contractual liquidation program.

. Relate any collateral values, including
margin and cash collateral deposits, to
outstanding letter of credit debt.

. Compare fees charged to the fee sched-
ule(s), and determine that terms are
within established guidelines.

March 1994

Page 2

Commercial Bank Examination Manual



International—Letters of Credit: Examination Procedures 7080

i. Compare the amount of letters of credit — The beneficiary of the backing let-
outstanding with the lending officer's ter of credit is a regular customer
authority. of the bank opening the second

j- Analyze any secondary support afforded letter of credit.
by guarantors. e For Standby Letters of Credit:

k. Ascertain compliance with the bank’s — They represent undertakings to pay
established commercial loan policy. up to a specific amount upon pre-

I. Analyze the following specific types of sentation of a draft(s) and/or doc-
letters of credit (when applicable) to uments prior to a specified date.

determine if: — They represent obligations to a
 For Red Clause Letters of Credit (Pack- beneficiary on part of the issuer to:
ing Credits): - Repay money borrowed by or

— Clean advance or anticipatory draw- advanced to, or for the account

ing finance to the beneficiary

(exporter or agent) is authorized
under the letter of credit.

The beneficiary undertakes to
deliver within the expiration date

the shipping documents called for
in the letter of credit.

The foreign bank makes advances
to the beneficiary and is paid by
drawing its own draft on the open-

ing bank or the beneficiary is autho-
rized to draw its draft on the issu-

ing bank, and the drafts received
charged to the importer.

* For Travelers’ Letters of Credit:
— A travelers’ letter of credit autho-

rizes the issuing bank’s correspon-
dent to negotiate drafts drawn by
the beneficiary named in the credit
up to a specified amount upon
proper identification.

— The customer is furnished with a

list of the issuing bank’s correspon-
dents abroad.

— The letter of credit is prepaid in

full.

» For Back-to-Back Letters of Credit:
— The backing letter of credit is prop-

erly assigned as collateral to the
bank issuing the letter of credit.

— The terms of the letter of credit

issued are identical to the backing

credit except that:

- The beneficiary and account party
are different.

. The amount may be less but not
more than the backing credit.

- The expiration date is reduced by
sufficient time to allow comple-
tion of the transaction before the

party.

- Make payment on account of any
indebtedness undertaken by the
account party. Make payment on
account of default by the account
party in the performance of an
obligation, e.g., default on loans,
performance of contracts, or
relating to maritime liens.

» For Deferred Payment Letters of Credit
(trade-related):
— The letter of credit calls for draw-

ing of sight drafts with the provi-
son that such drafts are not to be
presented until a specified period
after presentation and surrender of
shipping documents to the bank.
The bank’s liability for outstanding
letters of credit calling for deferred
payment is reflected as contingent
liability until presentation of such
documents.

The bank has received, approvec
and acknowledged receipt of the
documents thereby becoming
directly liable to pay the benefi-
ciary at a determinable future
date(s).

Payment will be made to the bene-
ficiary in a specified number of
months or quarterly, semiannually,
annually, or beyond. (If the bank
has advanced money to the benefi
ciary against the deferred payment
letter of credit, with its proceeds
assigned as collateral to repay the
advance, the transaction should be
treated as a loan rather than a
deferred payment letter of credit).

» For Clean Deferred Payment Letters of
backing letter of credit expires. Credit:

March 1994
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International—Letters of Credit: Examination Procedures

— Such deferred payment credits

call for future payment against sim-
ple receipt without documents
evidencing an underlying trade
transaction.

— Such letters of credit are shown as

direct liabilities on the bank’s
records when drafts are presented
by the beneficiary and received by
the bank.

 For Authority to Purchase:
— The authority to purchase is with

recourse to the drawer, without
recourse to the drawer, or without
recourse to the drawer but con-
firmed by the negotiating bank.

» For Agency for International Develop-
ment (AID) Letters of Credit:
— The bank has an AID letter of

commitment
transaction.
The bank has checked to make
sure that all documents, including
those presented by the beneficiary,
comply with the terms of both the
letter of credit and the AID
commitment.

authorizing the

— A letter of agreement between the

bank and the foreign government
exists whereby the bank has
recourse should AID falil to reim-
burse the bank.

* For Commodity Credit Corporation
(CCC) Letters of Credit:
— The bank has a CCC letter of

commitment authorizing the bank
under examination to issue letters
of credit to beneficiaries supplying

eligible commodities to foreign 13.

importers.

In instances where the bank has

issued standby letters of credit in

favor of the CCC, the following
requirements have been met:

e At least 10 percent of the
financed amount is confirmed,
i.e., guaranteed by a U.S. bank
for commercial credit risk. The

total value of the credit is 15.

advised through a U.S. bank.

» For the Export-Import Bank (Exim-
bank) of the United States:
— The bank has an agency agreement

from Eximbank stating:

14.

Eximbank has entered into a line

of credit with a foreign borrower.

e The amount of the line.

» The bank has been designated to
issue the letter of credit(s).

e Any payments made under an
Eximbank approved letter of
credit will be reimbursed by
Eximbank.

The bank has checked to make sure

that all documents, including those

presented by the beneficiary,
comply with the terms of both the
letter of credit and the Eximbank
agreement.

« For Advised (Notified) Letters of

Credit:

— The bank is only advising the bene-
ficiary without responsibility on its
part. (They should not be exam-
ined unless the bank has notified
the letter of credit terms errone-
ously to the beneficiary, thus result-
ing in a possible liability for the
bank.)

« For Other Types of Letters of Credit:

— Any of the following U.S. govern-
ment agencies and international
organizations reimburses the bank
for issuing letters of credit on their
behalf:

* International Bank for
Reconstruction and
Development (World Bank)

* Inter-American Development
Bank

» Overseas Private Investment
Corporation

For loans in the sample, check central

liability file on borrower(s) indebted above

the cutoff or borrower(s) displaying credit
weakness or suspected of having additional
liability in other loan areas.

Transcribe significant liability and other

information on officers, principals and affil-

iations of appropriate obligors contained in
the sample. Cross-reference line cards to
borrowers, where appropriate.

Determine compliance with section 208.8(d)

of Regulation H regarding standby letters of

credit by performing the following steps:

a. Determine which letters of credit are
standby letters of credit as defined by
section 208.8(d)(1) of Regulation H.
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7080

b. Determine that the amount of standby

letters of credit does not exceed the legal

limitations on loans imposed by the state

(including limitations to any one cus-

tomer or on aggregate extensions ofi6.

credit).

« Combine standby letters of credit with17.

any other nonexcepted loans to the

account party by the issuing bank for
the purpose of applying state loan
limitations to any one customer.

A standby letter of credit is not subject

to loan limitations imposed by state

law in the following instances:

— Prior to or at the time of issuance

of the credit, the issuing bank is

paid an amount equal to the bank’s

maximum liability under the
standby letter of credit.

Prior to or at the time of issuance,

the bank has set aside sufficient

funds in a segregated, clearly ear-
marked deposit account to cover
the bank’s maximum liability

under the standby letter of credit. 18

. Determine for standby letters of credit™ "
which constitute extensions of credit
under section 23A of the Federal Reserve
Act when issued on behalf of an affiliate
that:

* The legal lending limits pertaining to
loans to affiliates have not been
exceeded.

« Appropriate collateral requirements
have been met.

. Determine that the bank maintains ade-
quate control and subsidiary records of
its standby letters of credit in conform-
ance with paragraphs (d)(2)(iii) and (d)(3)
of section 208.8 of Regulation H.

. Determine that the credit standing of the
account party under any standby letter of
credit is the subject of credit analysis
equivalent to that applicable to a
potential borrower in an ordinary loan
situation. 19.

closes all outstanding standby letters o
credit in its published financial state-
ments pursuant to section 208.8(d)(3) of
Regulation H.

Perform appropriate procedural steps in th

Concentration of Credits section.

Discuss with appropriate officer(s) and pre

pare summaries in appropriate report forrr

of:

. Letters of credit not supported by current

and complete financial information.

. Letters of credit on which collateral doc-

umentation is deficient.

. Inadequately collateraled letters of credit

. Criticized letters of credit.

. Concentrations of credit.

Letters of credit issued in favor of major
shareholders, employees, officers, direc
tors and their interests.

g. Letters of credit which, for any other
reason, are questionable in quality.

h. Violations of laws and regulations.

i. Other matters regarding the condition of
the letters of credit department.

Prepare and give to the examiner-in-charg

a written evaluation of the letters of credit

department with respect to:

a. The adequacy of written policies relating
to letters of credit.

b. The manner in which bank officers are
operating in conformance with estab-
lished policies.

c. Delinquencies relating to letters of credit,
segregating those considered “A’ paper.

d. Adverse trends within the letter of credit

department.

. The accuracy and completeness of th

schedules obtained.

f. Internal control deficiencies or exceptions.

g. Recommended corrective action wher
policies, practices or procedures are
deficient.

h. The quality of departmental management

i. Other matters of significance.

Update the workpapers with any informa-

tion that will facilitate future examinations.

f. Determine that the bank adequately dis-

March 1994
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International—Letters of Credit

Internal Control Questionnaire
Effective date March 1984

Section 7080.4

Is a daily record maintained summarizing
letter of credit transaction details, i.e.,
letters of credit issued, payments receivec
and commissions and fees collected, t

Review the bank’s internal controls, policies, *8.
practices and procedures for letters of credit
issued and confirmed. The bank’s system should
be documented in a complete and concise man-
ner and include, where appropriate, narrative  support applicable general ledger accoun
descriptions, flowcharts, copies of forms used entries?
and other pertinent information. Items marked 9. Are frequent letter of credit record copies
with an asterisk require substantiation by obser-  and liability ledger trial balances prepared
vation or testing. and reconciled monthly with control
accounts by employees who do not pro-
cess or record letter of credit transactions’

POLICIES

1. Has the board of directors, consistent wittCOMMISSIONS

its duties and responsibilities, adopted writ-

ten letter of credit policies that: *10. Is the preparation and posting of commis-

a. Establish procedures for reviewing let- sion records performed or reviewed by
ter of credit applications? persons who do not also:

b. Define qualified customers? a. Issue official checks or drafts?

c. Establish minimum standards for docu- b. Handle cash?
mentation in accordance with the Uni- 11 Are any independent commission compu
form Commercial Code? tations made and compared or adequatel

RECORDS

*3.

*4,

*5.

*6.

*7.

. Are letter of credit policies reviewed at

least annually to determine if they are
compatible with changing market
conditions?

Is the preparation and posting of subsidi-
ary letter of credit records performed or
reviewed by persons who do not also:

a. Issue official checks or drafts?

b. Handle cash?

Are the subsidiary letter of credit records
(control totals) balanced daily with the

reconciling items adequately investigated
by persons who do not normally handle
letters of credit and post records?

Are delinquencies arising from the non-
payment of instruments relating to letters
of credit prepared for and reviewed by
management on a timely basis?

Are inquiries regarding letter of credit

balances received and investigated by per-

tested to initial commission records by
persons who do not also:

a. Issue official checks or drafts?

b. Handle cash?

DOCUMENTATION

12. Are terms, dates, weights, description o

merchandise, etc. shown on invoices, ship
ping documents, delivery receipts and bills
of lading scrutinized for differences with
those detailed in the letters of credit instru-
ments?

. 3. Are procedures in effect to determine if:
appropriate general ledger accounts and

a. The above documents are signed whe
required?

b. All copies of letters of credit are ini-
tialed by the officer who signed the
original letter of credit?

c. All amendments to letters of credit are
approved by an officer?

sons who do not normally process docuCOLLATERAL

ments, handle settlements or post records?

Are bookkeeping adjustments checked an@See International—Loans and Current Accoun

approved by an apropriate officer?

Advances section.)

Commercial Bank Examination Manual
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7080.4

International—Letters of Credit: Internal Control Questionnaire

DEFERRED PAYMENT LETTERS

OF CREDIT

*14.

Are deferred payment letters of credit:

a. Recorded as direct liabilities of the
bank after it acknowledges receipt of
the beneficiary’s documents?

b. Included in “Other Assets” and “Other
Liabilities” in the call report?

STANDBY LETTERS OF CREDIT

*15.

Are standby letters of credit segregated or

readily identifiable from other types of 21.

letters of credit and/or guarantees?

22.

OTHER

16.

*17.

18.

19.

Are outstanding letter of credit record
copies and unissued forms safeguarded

20. Does the bank have an internal review

system that:

a. Re-examines collateral items for nego-
tiability and proper assignment?

b. Test check values assigned to collateral
when the letter of credit is issued or
confirmed and at frequent intervals
thereafter?

c. Determines that customer payments of
letters of credit issued are promptly
posted?

d. Determines all delinquencies arising
from the non-payment of instruments
relating to letters of credit?

Are all letters of credit recorded and

assigned consecutive numbers?

Are lending officers frequently informed

of maturing letters of credit and letter of

credit lines?

during banking hours and locked in theCONCLUSION

vault overnight?

Are advised letters of credit recorded as 23. Is the foregoing information an adequate

memoranda accounts separate from letters
of credit issued or confirmed by the bank?
Are letters of credit which have been
issued with reliance upon a domestic bank,
whether on behalf of, at the request of,
or under an agency agreement with the
domestic bank, recorded as contingent

liabilities under the name of that domestic 24.

bank?
Are any commission rebates approved by
an officer?

basis for evaluating internal control in that
there are no significant deficiencies in
areas not covered in this questionnaire
that impair any controls? Explain negative
answers briefly, and indicate any addi-
tional examination procedures deemed
necessary.

Based on a composite evaluation, as
evidenced by answers to the foregoing
guestions, internal control is considered
(adequate/inadequate).

March 1994
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International—Guarantees Issued _
Effective date May 1996 Section 7090.1

State member banks may not issue guarantegmnetary liability. The liabilities outstanding
and sureties except for those that may be incare subject to loan limitations on any one
dental or usual in conducting banking businesssustomer imposed by state law.
such as when a bank has a substantial interest inA common example of a guarantee is &
the performance of the transaction involved oshipside bond. Frequently, in an internationa
has a segregated deposit sufficient in amount &ale of goods, the merchandise arrives at th
cover its total potential liability. A state memberimporter’s (buyer’s) port before the arrival of
bank also may guarantee or endorse notes oorrect and complete bills of lading. In these
other obligations sold by the bank for its owninstances, itis customary for the importer (buyer
account. The amount of the obligations coveretb obtain immediate possession of the goods b
by the guaranty or endorsement is to be recordgatoviding the shipping company with a bank
as a liability on the bank's records. Theseguarantee, often called a shipside bond, the
liabilities are included in computing the aggre-holds the shipping company blameless for dam
gate indebtedness of the bank, which may bage resulting from release of the goods withou
subject to limitations imposed by state lawproper or complete documents. Usually, the
Furthermore, a state member bank is permittebank’s guarantee relies on a counter-guarante
to guarantee the deposits and liabilities of it3ssued to the bank by the importer.
Edge Act and agreement corporations and of its All types of guarantees issued are to be
corporate instrumentalities in foreign countriesrecorded as contingent liabilities by the bank
A foreign branch of a member bank mayUsually, the party for whom the guarantee wa:
engage in certain activities under Regulation Kssued will reimburse the bank should it be
(12 CFR 211) in addition to its general bankingrequired to pay under the guarantee; however, i
powers to the extent that they are consistent witbertain situations, some other designated par
its charter. Those additional activities includemay reimburse the bank. That other party ma)
guaranteeing a customer’s debts or agreeing e designated in the guarantee agreement wi
make payment on the occurrence of readilyhe bank or in the guarantee instrument itself
ascertainable events, including, but not limited’he bank may also be reimbursed from seg
to, nonpayment of taxes, rentals, customs dutiesggated deposits held, from pledged collatera
the cost of transportation and loss, or the noner by a counter-guarantor. Letters of credit, a:
conformance of shipping documents. The guanistinguished from guarantees, are discussed
antee or agreement must specify maximunsection 7080, “International—Letters of Credit.”

Commercial Bank Examination Manual May 1996
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International—Guarantees Issued

Examination Objectives .
Effective date May 1996 Section 7090.2

1. To determine if policies, practices, proce4. To determine the scope and adequacy of th
dures, and internal controls for guarantees audit function as it applies to guarantees.
issued are adequate. 5. To determine compliance with applicable

2. To determine if bank officers are operating in laws and regulations.
conformance with established guidelines. 6. To recommend corrective action when objec

3. To evaluate the portfolio of guarantees for tives, policies, practices, procedures, or inter
credit quality, collectibility, and collateral nal controls are deficient and when violations
sufficiency. of laws and regulations have been cited.

Commercial Bank Examination Manual May 1996
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International—Guarantees Issued

Examination Procedures
Effective date March 1984

Section 7090.3

. If selected for implementation, complete or 8. Review the information received and per-
update the Guarantees Issued section of the form the following for:
Internal Control Questionnaire. a. Miscellaneous loan debit and credit sus
. Determine the scope of the examination pense accounts:
based upon the evaluation of internal con- » Determine any liability to the bank
trols and the work performed by internal resulting from guarantees paid by the
and external auditors. bank for which it has not been reim-
. Test for compliance with policies, practices, bursed by an account party.
procedures and internal controls in conjunc- « Discuss with management any large ol
tion with performing the remaining exami- old items.
nation procedures. Also, obtain a Iisting of « Perform additional procedures as con-
any deficiencies noted in the latest review sidered appropriate.
done by internal and external auditors from . Shared national credits:
the examiner assigned to the audit review « Compare the schedule of guarantee

and determine if appropriate corrections issued included in the program

have been made. to the bank’s reports of unexpired
. Obtain a trial balance of the customer guarantees.

(account party) liability records and: « For each guarantee so identified, tran
a. Reconcile balances to department con- scribe appropriate information to line

trols and the general ledger. cards. No further examination proce-
b. Review reconciling items for reason- dures are necessary for these items.

ableness. ) _ c. Interagency Country Exposure Review
. Using an appropriate technique, select guar- Committee Credits:

antee account parties for examination. « Identify any guarantees that were
. Prepare credit line cards to include: selected for review that are criticized
a. Total line available for guarantees. for transfer risk reason by the Inter-
b. Total outstanding guarantees. agency Country Exposure Review
. Obtain the following information if it is Committee.
applicable to the guarantees issued area: 9. Transcribe or compare information from the
a. Loan commitments and contingent  ahove schedules to credit line cards, wher
liabilities. appropriate, and indicate any past due
b. Miscellaneous loan debit and credit sus-  status.
pense accounts. 10. Prepare credit line cards for any guarante
c. Criticized shared national credits. not in the sample which, based on informa-:
d. Interagency Country Exposure Review tion derived from the above schedules
Committee determinations. requires an in-depth review.
e. Loans considered “problem loans” by 11. Obtain liability and other information on
management. common borrowers from examiners as-
f. Specific guidelines in the lending policy.  signed to cash items, overdrafts, loans an
g. Each officer’s current lending authority. current account advances, due from foreigi
h. Any useful information resulting from banks—time, and other loan areas an
the review of the minutes of the Loan decide who will review the borrowing rela-
and Discount Committee or any similar tionship. Pass on or retain completed credi
committee. line cards.
i. Reports furnished to the Loan and12. Obtain credit files for all customers (accoun
Discount Committee or any similar parties) for whom credit line cards were

committee. prepared and complete credit line cards
j- Reports furnished to the board of  where appropriate. To analyze the guaran
directors. tees, perform the following procedures:
k. Loans criticized during the previous a. Analyze balance sheet and profit and los
examination. figures as shown in current and preced

Commercial Bank Examination Manual

March 1994
Page 1



7090.3

International—Guarantees Issued: Examination Procedures

ing financial statements, and determine
the existence of any favorable or adverse
trends.

records and in the reports of condition of
the bank and that such liabilities are
included in computing the aggregate

b. Relate items or groups of items in the indebtedness of the bank, if such limita-
current financial statements to other items tions are imposed by state law.
or groups of items set forth in the state-  b. Determine which guarantees are subject
ments, and determine the existence of to individual loan limitations to any one
any favorable or adverse ratios. customer by state law. Combine guaran-
¢. Review components of the balance sheet tees with any other extensions of credit
as reflected in the current financial state- to the account party by the issuing bank
ments, and determine the reasonableness subject to loan limitations imposed by
of each item as it relates to the total state law.
financial structure. 16. Perform appropriate procedural steps in
d. Review supporting information for the the Concentration of Credits section, as
major balance sheet items and the tech- applicable.
nigues used in consolidation. Determinel7. Discuss with appropriate officers and pre-
the primary sources of repayment and  pare summaries in appropriate report form
evaluate the adequacy of those sources. of:
e. Determine compliance with the provi-  a. Guarantees not supported by current and
sions of guarantee agreements. complete financial information.
f. Review digest of officers’ memoranda, b, Guarantees on which collateral documen-
mercantile reports, credit checkings and tation is deficient.
correspondence to determine the exist- . Concentrations of credit.
ence of any problems which might deter 4 cyiticized guarantees.
the contractual liquidation program. e. Inadequately collateraled guarantees, if
g. Relate collateral values, if any, to out- applicable.
standing guarantee. , f. Guarantees issued in favor of major
h. Compare fees charge_d to the bank's fee shareholders, employees, officers, direc-
schequlg and dgtermlne.tha}t the terms tors and related interests.
i (%r:mWIg:IentﬁeStgr?llisnha?gr%gﬁr?thgﬁ?{e _ g Guarantees, which for any other reason,
) pars gin: - guar are questionable as to quality and ulti-
~ antee with the lending officer’s authority. mate collection.
J. Analyze support afforded by counter- h. Violations of laws and regulations.
guarantors. : ; 18. Evaluate the bank with respect to:
k. Ascertain compliance with the bank's™"" p )

13.

established guarantee issued policy.

For guarantees issued in the sample, check

a.

The adequacy of written policies relating
to guarantees issued.

b. The manner in which bank officers are

central liability file on borrower(s) indebted

above the cutoff or borrower(s) displaying

credit weakness or suspected of having
additional liability in loan areas.

Transcribe significant liability and other

information on officers, principals and affil-

iations of appropriate account parties con-

operating in conformance with estab-
lished policy.

c. Adverse trends within the guarantees
issued department.

d. The accuracy and completeness of the
schedules obtained.

14.

tained in the sample. Cross-reference line €. Internal control deficiencies or exceptions.

cards to borrowers, where appropriate. f. Recommended corrective action when
15. Determine compliance with state laws and policies, practices or procedures are

regulations pertaining to guarantees issued deficient.

by performing the following steps: g. The quality of departmental management.

a. Determine that the obligations covered h. Other matters of significance.

by such guarantees or endorsements ad®.
shown as contingent liabilities on the

Update the workpapers with any informa-
tion that will facilitate future examinations.

March 1994 Commercial Bank Examination Manual
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International—Guarantees Issued

Internal Control Questionnaire
Effective date March 1984

Section 7090.4

Review the bank’s internal controls, policies, *8.
practices and procedures for issuing and servic-
ing guarantees. The bank’s system should be
documented in a complete and concise manner
and should include, where appropriate, narrative
descriptions, flowcharts, copies of forms used
and other pertinent information. ltems marked 9.
with an asterisk require substantiation by obser-
vation or testing.

POLICIES

Is a daily record maintained summarizing
guarantee transaction details, i.e., guar
antees issued, guarantees cancelled
renewed, payment made under guarantee
and fees collected, which support genera
ledger entries?

Are frequent guarantee instrument anc
liability ledger trial balances prepared and
are they reconciled monthly with control
accounts by persons who do not process ¢
record guarantee transactions?

1. Has the board of directors, consistent wittGUARANTEE FEES

its duties and responsibilities, adopted writ-

ten policies pertaining to guarantees issuet10.

that:

a. Establish procedures for reviewing guar-

antee applications?

Define qualified guarantee account

parties?

Establish minimum standards for docu-

mentation in accordance with the Uni-

form Commercial Code?

. Are guarantees issued policies reviewed at
least annually to determine if they are
compatible with changing market
conditions?

b.

11.
C.

Is the preparation and posting of fees
collected records performed or reviewed
by persons who do not also:

a. Issue official checks or drafts?

b. Handle cash?

Are independent fee computations made
compared or adequately tested to initial
fee records by persons who do not also:
a. Issue official checks or drafts?

b. Handle cash?

COLLATERAL

(See International—Loans and Current Accoun

RECORDS

*3. Is the preparation and posting of subsidi-
ary guarantee records performed or re-
viewed by persons who do not also:
a. Issue official checks or drafts?

b. Handle cash? 12.

*4. Arethe subsidiary guarantees issued records

balanced daily with the general ledger and
are reconciling items adequately investi- 13.
gated by persons who do not normally
handle guarantees?

Are guarantee delinquencies prepared for
and reviewed by management on a timely
basis?

. Are inquiries regarding guarantee balances

received and investigated by persons who

Advances section.)

OTHER

Are guarantees issued instruments saft
guarded during banking hours and lockec
in the vault overnight?

Are all guarantees issued recorded &
liabilities and assigned consecutive
numbers?

Are all guarantees issued recorded o
individual customer (account party) liabil-
ity ledgers?

do not normally handle guarantees or posCONCLUSION

records?
Are bookkeeping adjustments checked and15.
approved by an appropriate officer?

*7.

Is the foregoing information an adequate
basis for evaluating internal control in that

Commercial Bank Examination Manual
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7090.4 International—Guarantees Issued: Internal Control Questionnaire

there are no significant deficiencies in 16. Based on a composite evaluation, as evi-
areas not covered in this questionnaire denced by answers to the foregoing

that impair any controls? Explain negative guestions, internal control is considered
answers briefly, and indicate any addi- (adequate/inadequate).
tional examination procedures deemed
necessary.
March 1994 Commercial Bank Examination Manual
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International—Foreign Exchange _
Effective date March 1984 Section 7100.1

INTRODUCTION from bank balances, commonly known as
“nostro” accounts, in foreign countries in the
This section is designed to provide examinerfocal currency has the capability of engaging ir
with the basic principles and risks associateforeign exchange. The majority of U.S. banks
with foreign exchange trading. By its very restrict foreign exchange to the servicing of thei
nature, foreign exchange trading involves riskcustomers’ foreign currency needs. The bank
The examiner's primary function is to under-will simply sell the currency at a rate slightly
stand that risk and ensure that bank managébove the market and subsequently offset th
ment, by means of policies, limits, and systemsamount and maturity of the transaction througt
is controlling that risk in a prudent manner. Fora purchase from another correspondent bank
the purpose of this section, foreign currencynarket rates. This level of activity involves
money market functions will be combined withVvirtually no exposure as currency positions are
foreign exchange activities since the principlesovered within minutes. A small profit is usually
and risks are virtually the same. generated from the rate differential, but the
In order to evaluate a bank’s foreign exchangaéctivity is clearly designated as a service cente
and controls, the examiner needs a basic under- Greater emphasis is placed on foreign exchanc
standing of the foreign exchange market, thactivity by regional banks. The servicing of the
commercial bank’s role in the market, tradingcorporate customers’ needs is also a priority, bt
fundamentals, and the principal risks involvednost regional banks also participate in the
in trading. interbank market. These banks look at the trac
The foreign exchange market exists to serviceng function as a profit center as well as a
the foreign currency needs of importers, exportservice. Such banks usually employ severe
ers, manufacturers, and retailers. Foreigexperienced traders and, unlike the previou
exchange transactions arising from internationgroup, will take positions in given currencies
trade and investment are frequently large antdased on anticipated rate movements.
recurrent. Multinational banks assume, by far, the mos
Large or small, all foreign exchange transacsignificant role in the foreign exchange market:
tions represent the exchange of one country’slace. While still servicing customer needs,
money for another's. The exchange rate ishese banks are heavily engaged in the interbar
simply the price of one currency in terms ofmarket and look to their foreign exchange trad
another. ing operation for sizeable profits. Such banks
Until the late 1970s, foreign exchange rates itrade foreign exchange on a global basis throug
this country were normally expressed and quoteithternational branch networks.
in dollars per unit of foreign currency, also A major aspect of any foreign exchange
known as “U.S. Terms.” Under this method, for review is the ability of the examiner to deter-
example, the rate for French Francs would benine if the bank has the capability to adequatel,
expressed as FI=U.S.$1.5500. However, becaus@ndle the level of its foreign exchange volume
of vastly improved communications and a rapand the extent of the exposures taken. Thi
idly expanding market, it became necessary fqudgment is, by necessity, subjective; however
traders worldwide to quote rates in a uniformit must take into consideration asset size, capit:
manner. As a result, American foreign exchanggase, customer volume in foreign exchange
traders began using foreign currency units paflepth and experience of traders, and manag
dollar or “European Terms” for most rates. ment understanding of and commitment to trad
Using European terms, the quote in this exampling. The fundamental principles of foreign
would be U.S.$1=F.64516. Thus, Europeamxchange trading outlined below are designed t
terms represent the value of the U.S. dollar imssist the examiner in this analysis.
units of the foreign currency. A quote in Euro-
pean terms is simply the reciprocal of a quote in
U.S. terms. One major exception to this shift is
the British pound sterling which, for historical SPOT TRADING
purposes, is always quoted in U.S. terms such as
1£=$1.7450.) Buying and selling foreign exchange at marke
Any commercial bank which maintains duerates for immediate delivery represents spc

Commercial Bank Examination Manual March 1994
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7100.1 International—Foreign Exchange

trading. In reality, spot trades have a “valueincluding spot and future contracts to purchase,
date” (maturity or delivery date) of two to five and its liabilities, including spot and future
business days (one for Canada and Mexicofontracts to sell, in that currency are not equal.
Foreign exchange rates that represent the presét excess of assets over liabilities is called a net
market value for the currency are known as spdiong” position and liabilities in excess of
rates. The risk of spot trading results from rateassets a net “short” position. A “long” position
movements occurring when the bank’s positionn a foreign currency which is depreciating will
in foreign currency is not balanced with regardesult in an exchange loss relative to book value
to exchange bought and sold. Such unbalancdzbcause, with each day, that position (asset) is
positions are referred to as net open positionsonvertible into fewer units of local currency.
and are defined as follows: Similarly, a “short” position in a foreign cur-
rency which is appreciating represents an
Net Open Positions-A bank has a net posi- exchange loss relative to book value because,
tion in a foreign currency when its assetswith each day, satisfaction of that position

CONSOLIDATED FOREIGN EXCHANGE POSITION, MAY 4, 19XX

Amounts in thousands

Assets/Purchases Liabilities/Sales

us. s
Equivalent of

us. $
Equivalent of

Monetary Unit, Overnight Foreign Local Currency  Foreign Local Currency
Limit and Description Amount Book Value Amount Book Value
WEST GERMAN MARKS ($3,000M)
Ledger Accounts 563,437 239,461 645,013 274,310
Spot Contracts 23,502 9,802 15,973 6,709
Forward Contracts 790,250 331,905 712,533 296,342
1,377,189 581,168 1,373,519 577,361
Net Position (long) 3,670 3,807
CANADIAN DOLLARS ($6,000M)
Ledger Accounts 1,016,076 1,017,525 1,029,835 1,030,057
Spot Contracts 330,021 328,972 216,225 217,246
Forward Contracts 1,202,013 1,203,226 1,301,279 1,302,522
2,548,110 2,549,723 2,547,339 2,549,825
Net Position (long) 771 102
SWISS FRANC ($250M)
Ledger Account$ 31,768 11,932 36,052 13,571
Spot Contracts 1,526 593 2,566 969
Forward Contracts 11,174 4,274 6,545 2,521
44,468 16,799 45,163 17,061
Net Position (shor8 695 262

1. Does not include a Swiss Franc 1,000M (U.S. $386M) 2. Net overnight position in excess of established limit.
unhedged investment in a Swiss subsidiary and Swiss Frarmally approved as a special situation by senior manage-
573M (U.S. $217M) unhedged investment in branch fixedment prior to the transaction.
assets. The unhedged term “long” position was approved by

senior bank management.
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Page 2

Commercial Bank Examination Manual



International—Foreign Exchange 7100.1

(liability) will cost more units of local currency. amount it sold to Bank B. However, in this case,
(Examples of net open position schedules appras the calling bank, Bank A would buy its
priate for use in preparing the report of examisterling from the offered side of the quote it
nation appear on the preceding page.) receives and must buy it at $1.7125 or less ti
It is important to remember that the net operavoid a loss.
position consists of both balance sheet accounts Banks engaging in interbank spot trading will
and contingent liabilities. For most banks, theoften be involved with sizeable net open posi-
nostro accounts represent the principal asset$ons, though many for just brief periods. No
however, foreign currency loans as well as anynatter how skilled the trader, each will encoun:-
other assets or liability accounts denominated iter at least occasional losses. Knowing when t
foreign currency which are sizeable in certairclose a position and take a small loss before |
banks, must be included. All future foreignbecomes large is a necessary trait for a comp
exchange contracts outstanding are contingent®nt trader. Many banks employ a “stop loss
When a contract matures, the entries are postg@licy” whereby a net open position must be
to a nostro account in the appropriate currencyovered if losses from it reach a certain level
Each time a bank enters into a spot foreigiWhile a trader’s forecast may ultimately prove
exchange contract, its net open position igorrect within a day or week, rapid rate move-
changed. For example, assume that Bank Anents often force a loss within an hour or ever
opens its business day with a balanced net openinutes. Also, access to up to the minute infor-
position in pound sterling (assets plus purchasemation is vital for involvement in spot trading.
contracts equal liabilities plus sold contracts)Banks who lack the vast informational resouce!
This is often referred to as a “flat” position. of the largest multinationals may be particularly
Bank A then receives a telephone call fromvulnerable to sudden spot rate movement
Bank B requesting a “market” in sterling. prompted by inside information or even rumors.
Because it is a participant in the interbankAs a result, examiners should closely review
foreign exchange trading market, Bank A is aanks where foreign exchange activities consis
“market maker.” This means it will provide primarily of interbank spot trading.
Bank B with a two-sided quote consisting of its
bid and offer for sterling. If a different currency
was requested, European terms would be tHetORWARD TRADING
opposite as the bid and offer would be for
dollars instead of the foreign currency. In deterA forward transaction differs from a spot trans-
mining the market given, Bank As trader of action in that the value date is more than two tc
sterling will determine where the market presfive business days in the future. The maturity o
ently is (from brokers and/or other banks) andh foreign forward exchange contract can be -
attempt to anticipate where it is headed anfew days, months, or even years in some
whether Bank B is planning to buy or sellinstances. The exchange rate is fixed at the tinr
sterling. the transaction is agreed. But nostro accoun
When Bank A gives its quote on sterling,are not debited or credited, i.e., no money
$1.7115-25 for example, it is saying that itactually changes hands, until the maturity dats
will buy sterling (its bid) at $1.7115 or sell of the contract. There will be a specific exchang
sterling at $1.7125 (its offer). If Bank B's rate for each forward maturity, and each of thos
interest is to buy sterling and the given quote isates will generally differ from today’s spot
appealing, it will buy sterling from Bank A at exhange rate. If the forward exchange rate for
$1.7125 (Bank A's offer of sterling). Note, that currency is higher than the current spot rate
while Bank B may choose to buy, sell or pass adealers say the currency is trading at e
it wishes, it must do business on the termspremium” for that forward maturity. If the
established by Bank A. These terms will be irforward rate is below the spot rate, then the
Bank A's favor. As soon as Bank B announces iturrency is said to be trading at a “discount.”
will purchase sterling at $1.7125, Bank AFor instance, sterling for value in three month:
acquires a net open position (short) in sterlingis at a discount if the spot rate is $1.75 and th
Bank A must then decide whether to hold itsthree-month forward rate is $1.72.
short position (in anticipation of a decline in Banks active in the foreign exchange marke
sterling) or cover its position. Should it wish tofind that interbank currency trading for any
cover, it may call another bank and purchase thgpecific value date in the future is inefficient anc

Commercial Bank Examination Manual March 1994
Page 3



7100.1 International—Foreign Exchange

engage in it only infrequently. Instead, for futureBank A pays back the sterling to Bank B, while
maturities, banks trade among themselves & pays back the dollars to A. In the meantime,
well as with some corporate customers on th8ank A has the use of the sterling, in effect
basis of a transaction known as a “swap.” A“borrowing” sterling, while giving up use of the
swap transaction is a simultaneous purchase addllars, in effect “lending” the dollars. Banks
sale of a certain amount of foreign currency forecognize this close equivalence to actual short-
two different value dates. The key aspect is thaerm borrowing and lending. Many fold in swap
the bank arranges the swap as a single transdcansactions with other money market trans-
tion with a single counterparty, either anotheactions in managing their global banking
bank or a nonbank customer. This means thaagctivities.
unlike outright spot or forward transactions, a Forward exchange rates can be expressed
trader does not incur a net open position sincian three ways. Like spot rates, outright for-
the bank contracts both to pay and to receive thward prices are expressed in dollars and
same amount of currency at specified rates. cents per currency unit or vice versa. Traders
A swap allows each party to use a currencyormally only quote forward prices to corporate
for a period in exchange for another currencyxustomers or to small correspondent banks seek-
that is not needed during that time. Thus, théng to buy or sell a currency for a particular
swap offers a useful investment facility forfuture date. For instance, a trader may quote an
temporary idle currency balances of a corporasutright six-month rate to buy sterling of
tion or a financial institution. Swaps also pro-$1.8450, while, by comparison, a quotation to
vide a mechanism for a bank to accommodatbuy spot sterling might be less ($1.8200) or
the outright forward transactions executed witimore ($1.8625).
customers or to bridge gaps in the maturity In swap transactions, the trader is only inter-
structure of its outstanding spot and forwardested in the difference between spot and forward
contracts. rates, the premium or discount, rather than the
The two value dates in a swap transaction caoutright spot and forward rates themselves.
be any two dates. But, in practice, markets exiferemiums and discounts expressed in points
only for a limited number of standard maturities.($0.0001 per pound sterling or DM 0.0001 per
One of these standard types is called a “spadollar) are called swap rates. For the first spot
against forward” swap. In a spot against for-rate above, the premium is 250 points ($0.0250).
ward swap transaction, a trader buys or sells Bor the second, the discount is 175 points
currency for the spot value date and simulta¢$0.0175).
neously sells or buys it back for a value date a Since, in a swap, a trader is effectively bor-
week, a month, or three months later. rowing one currency and lending the other for
Another type of transaction of particular inter-the period between the two value dates, the
est to professional market-making banks is callegremium or discount is often evaluated in terms
a “tomorrow-next” swap or a “rollover.” These of percent per annum. For the examples above,
are transactions in which the dealer buys or seliie premium of 250 points is equivalent to 2.75
a currency for value the next business day angercent per annum, while the discount of 175
simultaneously sells or buys it back for value thepoints is equivalent to 1.88 percent per annum.
day after. A more sophisticated type of swap iFo calculate the percentage premium for the first
called a “forward-forward” in which the dealer case:
buys or sells currency for one future date and
sells or buys it back for another future date. Take the swap rate ($0.0250)
Primarily, multinational banks specialize in. Multiply by 12 months and divide by 6
transactions of that type. months (a per annum basis)
Any swap transaction can be thought of as it pjvide by the spot rate ($1.8200), and

it were a simultaneous borrowing and lending Multiply by 100 (to get a percent basis).
operation. For example, on September 11, Bank

A “swaps in” three-month sterling in a spot
against a forward transaction with Bank B. On
September 13, Bank A pays dollars to Bank B’s
account at a New York bank and Bank A =
receives sterling for its account at a bank in @"MUYM Spot ratex number of months of
London. On December 13, the swap is reversed. forward contract

On a formula basis, this can be expressed as:

% per _ Premium or Discounk 12 x 100
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As can be seen from the above, forward rates Thus, the dealer responsible for forward trad
(premiums or discounts) are solely influencedng must be able to analyze and project dolla
by the interest rate differentials between the twinterest rates as well as interest rates for th
countries involved. As a result, when the differ-currency traded. Additionally, because forwarc
ential changes, forward contracts previouslpremiums or discounts are based on intere:
booked could now be covered at either a profitates differentials, they do not reflect anticipatec
or loss. For example, assume an interest rataovements in spot rates.
differential between sterling and dollars of 3 per- Active trading banks will, of course, have a
cent (with the sterling rate lower). Using thislarge number of forward contracts outstanding
formula, with a spot rate of $1.80, the swap ratd he portfolio of forward contracts is often called
on a three month contract would be a premiuna “forward book.” As a result, these forward
of 135 points. Should that interest rate differenpositions must be managed on a gap basi
tial increase to 4 percent (by a drop in theNormally, banks will segment their forward
sterling rate or an increase in the dollar rate), thbooks into 15-day periods and show the ne
premium would increase to 180 points. There{purchased forward contracts less sold ones
fore, a trader who bought sterling three monthbalance for each period. A typical forward book
forward sterling at 135 points premium couldwould look as follows:
now sell it at 180 points premium, or at a profit
of 45 points (expressed as .0045).

Net
Foreign Maturity Position
Currency Date Purchases Sales for Period
England Dec. 1-15 1 000 000 800 000 200 000
(amounts in) 16-31 700 000 900 000 (200 000)
pound sterling) Jan. 1-15 1500 000 500 000 1 000 000
16-31 1400 000 600 000 800 000
Feb. 1-15 1100 000 700 000 400 000
16-28 1400 000 400 000 1 000 000
Mar. 1-31 200 000 1 300 000 (1 100 000)
Apr. 1-30 400 000 1 600 000 (1 200 000)
May 1-31 300 000 900 000 (600 000)
June 1-30 350 000 450 000 (100 000}
July 1-31 550 000 450 000 100 000
Aug. 1-31 1 000 000 1 000 000 —
Sept. 1-30 500 000 600 000 (100 000;
Oct. 1-31 600 000 500 000 100 000
Nov. 1-30 100 000 100 000 —
Dec. 1-31 100 000 200 000 (1200 00Q
Totals 11 200 000 11 000 000 200 000

In this forward book, volumes and net posi-ward sales. (Note: In the above forward book

tions are limited with only the first three monthsthe net position is only £200,000.) What matter:
segregated into 15-day periods with the remainin reviewing a forward book is the distribution
der grouped monthly. The trader will use theof the positions by period. In the above example
forward book to manage his overall forwardthe forward sterling is long a net 3,200,000 for
positions. the first three months (December through Fek

A forward book in an active currency mayruary) and short a net 3,000,000 for the next fou
consist of numerous large contracts but, becauseonths (March through June). In this instance
of the risks in a net open position, total forwardthe forward book is structured for an anticipatec
purchases will approximately equal total for-decline in dollar interest rates as compared witl
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sterling interest rates since these sold positiorthe way different forward contracts mature each
could be offset (purchase of a forward contractlay, it is unusual for payments and receipts to
to negate the sold forward position) at a lowebalance perfectly until the traders arrange swaps
price—either reduced premium or increasedio achieve that result. Because some traders take
discount. a view about the future movements of a cur-

Trading forward foreign exchange thusrency, short or long positions are built up; and,
involves projecting interest rate differentials and’ecause of the changing influences on market
managing a forward book to be compatible wittieévelopments and traders’ decisions, long or
these projections. An understanding of thesghort positions can be altered any number of
concepts is essential when looking at forwardimes each and every day.

trading from risk and profitability aspects. In this kind of fluid trading environment, a
g P y asp bank needs to establish accounting procedures

for calculating profits and losses which can

COMPUTING FOREIGN handle the problem of maturity mismatches and
EXCHANGE PROFITS open foreign currency positions. The principles
AND LOSSES underlying the accounting procedures are much

the same from bank to bank, although specific
éaractices vary. The first principle is that banks
never took open positions from day to day,do not formally calc_:ulate profits or losses daily;
calculating profit or loss would be straightfor- 1St compute profits and losses monthly. Some
Iganks do make these calculations more fre-
buy £1,000,000 spot at $1.75 and £3,000,000 €Nty for management information purposes.
$1.74 'and' sell £2.000.000 at $1 ’7456 and The next principle is that banks calculate
£2.000.000 at $1 7380. On the spot value datEEroﬁts or losses on the entire foreign exchange

If traders did nothing but spot transactions an

two business days later, the bank’s nostro bok as of the calculation date. On any day, the
clearing account in London is credited and?0K includes all spot and forward contracts
debited by £4,000,000 from the maturingWh'Ch have not yet matured, along with nostro
transactions. balances in each currency. Each contract repre-

- L . .. sents a purchase or sale of a foreign currency at
The sterling position is square, since deblt§jl specified exchange rate

and credits are equal. In New York, the bank On the profit calculation date, the bank’s

_Fl)_ﬁ);j?éggo’gg? lt;l;g reocfeg’fsoggIyof%ﬁges%gg?accountants revalue the foreign exchange book.
' .They use the latest market exchange rates, spot

transactions. This is so because the bank’{gnd forward. for each value date on which

accountant would calculate that the tradery, . s are outstanding. For each contract, the
acquired sterling at an average rate of $1.7425 difference between the current market rate for

the value date of the contract and the rate
£1,000,000¢ $1.75 + £3,000,000 $1.74 specified in the contract is calculated. For exam-
£4,000,000 ple, if the bank previously bought a currency,
e.g., sterling at $1.75, and the current market
Against that, the traders sold sterling at $1.745Gate for the relevant maturity is higher, e.g.,
for a profit of $5,000 (i.e., $1.7450$1.7425 = sterling at $1.80, there is an unrealized profit.
$0.0025x 2,000,000 = $5,000). Traders also These calculated unrealized profits and losses
sold another £2,000,000 at $1.7380 for a losare amalgamated with the realized profits or
of $9,000 ($1.7380- $1.7425 =-$0.0045 rlosses that accrue every day as foreign exchange
x £2,000,000 =-$9.000). In this instance, the contracts mature. The net profit or loss, realized
computed net loss of $4,000 is precisely th@lus unrealized, is then incorporated in bank
same as the excess of dollar payments ovemperating income, reflecting the net contribution
dollar receipts. of foreign exchange trading before expenses.

In practice, computing profits and losses is far To recapitulate, a bank with a large number
more complex for two basic reasons. Banks dof spot and forward contracts and possibly with
not trade only for spot value—they also doopen positions in one or more currencies needs
forward contracts. Moreover, most major banks formal method of computing unrealized profits
do not operate from day to day with completelyand losses at regular intervals. It uses a revalu-
square positions in each currency. Because ation procedure that, in effect, measures what
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the profits and losses would be if the bank/alue dates range from the next day to a year c
covered in the market all outstanding positionsnore in the future. Market exchange rates ar
that were not already covered. The revaluatioreadily available for the “even” dates—one,
procedure ensures that the bank’s open positiotwo, three, six, twelve, and twenty-four months
show changes in exchange rates as they occumto the future. The Federal Reserve Bank o
rather than when open positions are eventualljew York publishes such a daily series which
covered or when individual contracts maturecan be used by bank accountants and examine|
Periodic profit and loss calculations thereforeBut for “odd” dates, the accountant must approx-
provide bank management with ongoing insightémate rates, possibly through a computer pro
into the performance of the trading function. gram that interpolates between even dat
Following is an illustration of the revaluation quotations.
procedure. Assume that on the revaluation date, As contracts in the foreign exchange book
January 15, Bank A had three outstanding cormature, they affect the cash flow of the bank
tracts in its sterling book: Maturing purchase and sale contracts are treat
asymmetrically. In a U.S. bank, which posts its
* A sale of £1,000,000 at $1.75 for valueprofits and losses in dollars, maturing purchas
March 15. contracts result in credits to its nostro accoun
» A purchase of £3,000,000 at $1.70 for valuen that currency. Each day, the bank’s accoun
May 15. tants compute a new average acquisition rate fc
* A sale of £1,000,000 at $1.65 for valuethe nostro account based on existing holding
August 15. and all flows into the account that day. Maturing
sale contracts result in debits to the nostre
The book is “long” £1,000,000 since pur- account. They yield a gain or loss measure
chases of sterling are greater than sales. Fagainst the average acquisition rate for fund
now, the nostro account and the calculations cdvailable in the nostro account. The net realize
realized profits and losses are left aside. profit or loss is placed in a suspense accour
To revalue the book, the accountants find omvhich, at regular intervals, is incorporated into
January 15 that two-month, four-month, andhe bank’s income statement along with the
seven-month forward rates in the market are@nrealized profits or losses resulting from the
$1.80, $1.75, and $1.70, respectively. Theyeriodic revaluation of the foreign exchange
proceed conceptually as if the traders were tbook. In practice, the revaluation can be done o
cover the contracts at the going market rates worksheet as long as net positions for time
buying sterling to offset sales and selling sterperiods and present market rates are knowi
ling to offset purchases. On this basis, for th&Vhile banks will revalue monthly and make the
first contract, they compute an urealized loss adippropriate entries to income accounts, tradel
$50,000 ($1.75 $1.80 =-$0.05x £1,000,000). will spot-check their profitability more fre-
For the second contract, they compute aquently. Examiners should understand the reva
unrealized profit of $150,000 ($1.75$1.70 = uation procedure for the necessary test checkir
$0.05% £3,000,000). For the third contract, theyof reported profits, as time restrictions do nof
compute an unrealized loss of $50,00(hormally allow for the proving of all of the
($1.65- $1.70 = $0.05< £1,000,000). The net is bank’s open positions.
an unrealized profit of $50,000 which is entered To revalue the nostro accounts, which repre
on the income statement as the trading profit. sent realized profit or loss, the net foreign
The accountant’s task actually is far morecurrency balance is multiplied by the current
complicated. A foreign exchange book of aspot rate and the result, or market value, i
major bank may include hundreds of outstandeompared to the U.S. $ equivalent on the book
ing contracts in a dozen or more currencieso determine profit or loss as shown below:

U.S. $ Equivalent

Foreign Spot Market Book Value Profit
Amount Rate Value of Ledger Accounts or Loss
15,172 $1.7155 26,028 21,229 +4,79¢
Commercial Bank Examination Manual March 1994
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The same principle holds true when compar- A worksheet revaluation of forward contracts,
ing market value to book, even if credit balance$or unrealized profits, is an expansion of the
exist. (A market value 0f19.055 and a book forward book previously shown. All rates must
value of —20,155 would result in a profit of be expressed in “U.S. terms.”

1,100.)

FORWARD BOOK

Net D-Discount
Foreign Maturity Position P-Premium
Currency Date Purchases Sales  for Period Rate Profit  Loss

England Dec. 1-15 1 000 000 800 000 200 000 .0025 P 500

16-31 700 000 900 000 (200 000) 25P 500
Jan. 1-15 1500 000 500 000 1000 000 15P 1,500
16-31 1400 000 600 000 800 000 15P 1,200
Feb. 1-15 1100 000 700 000 400 000 5P 200
16-28 1400 000 400 000 1000 000 5P 500
Mar. 1-31 200 000 1300000 (1100 000) 5D 550
Apr. 1-30 400 000 1600000 (1200 000) 15D 1,800
May 1-31 300 000 900 000 (600 000) 30D 1,800
June 1-30 350 000 450 000 (100 000) 45D 450
July 1-31 550 000 450 000 100 000 5P 50
Aug. 1-31 1000 000 1000 000 — 25D —
Sept. 1-30 500 000 600 000 (100 000) 0 —
Oct. 1-31 600 000 500 000 100 000 45D 450
Nov. 1-30 100 000 100 000 — 25D —
Dec. 1-31 100 000 200 000 (100 009 5P 50
Totals 11200000 11 000 000 200 000 +7550

In completing a worksheet in the above format, the following must be kept in mind:

¢ A long position at a premium = profit resulting figure is only as accurate as the rates
A short position at a premium = loss applied. As a result, examiners should test-
« A long position at a discount = loss check at least one major currency using inde-
« A short position at a discount = profit pendent rates (supplied by the Federal Reserve

Bank of New York or another independent
The $7,550 is simply the profit that would besource). This should be done concurrently with
obtained if the forward book positions werethe bank’s own monthly revaluation. If a size-
fully liquidated at this time, i.e., purchases offse@ble discrepancy results, rates and revaluation
by sales. To calculate the profit, the unrealizethethods used by the bank should be reviewed
profit from the previous month ($6,400 in thiswith both management and the traders.
example) must be reversed. Thus, the sterling

profit for this month would be:
DEFINING AND CONTROLLING
$4,799 Nostro balance profit FOREIGN EXCHANGE RISKS
7,550 Forward book profit (unrealized)
—6,400 Reversal of last month’s forward book Foreign exchange trading encompasses a variety
$5,949 Sterling profit for the month of risks. Exchange rate risk, maturity gaps and
interest rate risk relate to spot and forward
Most automated systems will eliminate thetrading. The latter two risks relate to exposures
need for manual calculations. However, thénherent in all phases of international banking.
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Exchange Rate Risk For management and control purposes, mo:

banks distinguish between positions arising fron
Exchange rate risk is an inevitable consequend@gtual foreign exchange transactions (tradin
of trading in a world in which foreign currency €xposure) and the overall foreign currency expo
values move up and down in response to shiftingure of the bank. The former includes the
market supply and demand. When a bank'§ositions recorded by the bank’s trading opera
dealer buys or sells a foreign currency froniions at the head office and at branches abroa

another bank or nonbank customer, exposurd@ addition to trading exposure, overall exposure
from a net open position is created. Until thencorporates al[bank assets anq Ilabllljfles denon
time that the position can be covered by sellinghated in foreign currencies including loans,
or buying an equivalent amount of the samdhvestments, deposits, and the capltal of foreig|
currency, the bank is exposed to the risk tha@ranches. Control of overall foreign currency
the exchange rate might move against it. Tha@XPosure usually is the responsibility pfasenlo
risk exists even if the dealer immediately seek§fficer accountable to the bank's senior
to cover the position because, in a market iffanagement.
which exchange rates are constantly changing, a
gap of just a few moments can be long enough
to transform a potentially profitable transactioq\naturity Gaps and Interest Rate Risk
into a loss. Since exchange rate movements can
readily accumulate in one direction, a positionnterest rate risk arises whenever there ar
carried overnight or over a number of daySyismatches or gaps in the maturity structure o
entails greater risk than one carried a few pank's foreign exchange forward book. Man:
minutes or hours. Again, the acid test of a googging maturity mismatches is an exacting tas
trader is to know when to take a small lossor a foreign exchange trader.
before it becomes larger. _ In practice, the problem of handling mis-
At any time, the trading function of a bank matches is involved. Eliminating maturity gaps
may have long positions in some currencies angh a contract-by-contract basis is impossible fo
short positions in others. These_posmo_ns do nQdn active trading bank. Its foreign exchange
offset each other, even though, in practice, somgook may include hundreds of outstanding con
currencies do tend to move more or less togeracts. Some will mature each business day
ther. The bank’s traders recognize the possibilitgince the book is changing continually as nev
that the currencies in which they have longransactions are made, the maturity gap structul
positions may fall in value and currencies inalso changes constantly.
which they have short positions may rise. Conse- while remaining alert to unusually large
quently, gross trading exposure is measured bjismatches in maturities that call for special
adding the absolute value of each currencyction, traders generally balance the net dail
position expressed in dollars. The individual CUI’-paymentS and receipts for each currency throug
rency positions and the gross dealing exposutie use of rollovers. Rollovers simplify the
must be controlled to avoid unacceptable riskshandling of the flow of maturing contracts and
To accomplish this, management limits thereduce the number of transactions needed |
open positions dealers may take in each cubalance the book. Reliance on day-to-day swar
rency. Practices vary among banks, but, at & a relatively sound procedure as long a:
minimum, limits are established on the magniinterest rate changes are gradual and the size a
tude of open positions which can be carriedength of maturity gaps are controlled. However
from one day to the next (overnight limits). it does leave the bank exposed to sudden chang
Several banks set separate limits on open posia relative interest rates between the Unitec
tions dealers may take during the day. These af&tates and other countries, which influence mal
called “daylight” limits. Formal limits on gross ket quotations for swap transactions and, const
dealing exposure also are established by songgiently, the cost of bridging the maturity gaps in
banks, while others review gross exposure morthe foreign exchange book.
informally. The various limits may be adminis- The problem of containing interest rate risk is
tered flexibly, but the authority to approve afamiliar to major money market banks. Their
temporary departure from the norm is typicallybusiness often involves borrowing short-term
reserved for a senior officer. and lending longer-term to benefit from the
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normal tendency of interest rates to be higher fopany may perform only contracts which are
longer maturities. But in foreign exchange tradadvantageous to the company and disclaim those
ing, it is not just the maturity pattern of interestcontracts which are disadvantageous.
rates for one currency that counts. Rather, in Another and potentially more pernicious form
handling maturity gaps, the differential betweerof credit risk stems from the time zone differ-
interest rates for two currencies is decisive. Sences between the United States and foreign
the problem is more complex. nations. Inevitably, a bank selling sterling, for
To control interest rate risk, senior manageinstance, must pay pounds to a counterparty
ment generally imposes limits on the magnitudearlier in the day than it will be credited with
of mismatches in the foreign exchange bookdollars in New York. In the intervening hours, a
Procedures vary, but separate limits are often sebmpany can go into bankruptcy or a bank can
on a day-to-day basis for contracts maturingpe declared insolvent. Thus, the dollars may
during the following week or two and for eachnever be credited.
consecutive half-monthly period for contracts Managing credit risk is the joint responsibility
maturing later. At the same time, managemerdf the bank’s trading department and its credit
relies on branch officers abroad, domestic moneyfficers. A bank normally deals with corpora-
market experts, and its Economic Researctions and banks with which it has an established
Department to provide an ongoing analysis ofelationship. Dealing limits are set for each
interest rate trends. counterparty and are adjusted in response to
changes in its financial condition. In addition,
some banks set separate limits on the value of
contracts that may mature on a single day with a
particular customer. Some banks, recognizing
) credit risk increases as maturities lengthen,
When a bank books a foreign exchange contradiestrict dealings with certain customers to spot
it faces a risk, however small, that the counteryansactions or require compensating balances
party will not perform according to the terms of gy forward transactions. A bank’s procedures
the contract. In both instances, there is a credby evaluating credit risk and minimizing expo-

risk, although, in the foreign exchange case ngyre are reviewed by supervisory authorities as
extension of credit is intended. To limit creditpart of the regular examination process.

risk, a careful evaluation of the creditworthiness

of the customer is essential. Just as no bank can

lend unlimited amounts to a single customer, no .
bank would want to trade unlimited amounts ofT ransfer Risk
foreign exchange with one counterparty.

Credit risk arises whenever a bank’s counterAt one time or another, virtually every country
party is unable or unwilling to fulfill its contrac- has interfered with international transactions in
tual obligations. That happens most blatantlyjts currency. Interference might take the form of
when a corporate customer enters bankruptcy ¢egulation of the local exchange market, restric-
a bank counterparty is declared insolvent. In angions on foreign investment by residents, or
foreign exchange transaction, each counterpartimits on inflows of investment funds from
agrees to deliver a certain amount of currency tabroad. Governments take such measures for a
the other on a particular date. Every contract igariety of reasons: to improve control over the
immediately entered into the bank’s foreigndomestic banking system, or to influence the
exchange book. In balancing its trading positionpattern of receipts and payments between resi-
a bank counts on that contract being carried outents and foreigners. Restrictions on the exchange
in accordance with the agreed upon terms. If thenarket or on international transactions generally
contract is not liquidated, then the bank’s posiare intended to affect the level or movement of
tion is unbalanced and the bank is exposed to tibe exchange rate.
risk of changes in the exchange rates. To put Changes in regulations or restrictions usually
itself in the same position it would have been irdo have an important exchange market impact.
if the contract had been performed, a bank mugirom the viewpoint of a commercial bank’s
arrange for a new transaction. The new transadereign currency traders, most disruptive are
tion may have to be arranged at an adversehanges in rules which interfere with the normal
exchange rate. The trustee for a bankrupt conpayments mechanism. Traders make foreign

Credit Risk
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exchange contracts on the expectation that botimits and reporting requirements as well as
parties will perform according to the terms ofaccounting and audit and control systems f
the contract. But if government regulationsprovide for proper surveillance over those limits
change and a counterparty is either forbidden tand exceptions thereto.
perform as expected or is required to do some- Limits must be established for overnight net
thing extra, then a trader might be left with anpositions in each currency. Depending on the
unintended open position or an unintended matusize of the limits and the manner in which they
ity mismatch. As described in the previousare calculated, a smaller aggregate position lim|
section, dealing with unintended long or shorfor all currencies may be desirable. An aggre
positions can be costly. gate limit should not permit the netting of short
Other changes in official regulations do not inragainst long positions, but should require tha
the first instance, affect the payments mechahey be added to determine conformance to th:
nism, but they do influence international investlimit. Many U.S. banks consider whether to
ment transactions. Consequently, when one @fstablish daylight (intraday) position limits only
the factors affecting the buying or selling of aif efficient computerization and input systems
currency changes, the exchange rate is likely tare in effect to incorporate each trade into the
respond. Currency traders usually try to limitappropriate currency position at nearly the pre
open positions and maturity gap mismatchesise moment it is transacted.
whenever modifications in official regulations Gap (net inflow and outflow) limits must be
appear likely. Nevertheless, changes in controlgstituted to control the risk of adverse rate
often are unpredictable; and unanticipatednovement and liquidity pressures for each cur
changes in regulations can spark significantency for each daily, weekly, and biweekly
exchange rate response. future time frame designated in the bank’s
Monitoring and responding to changing offi-maturity reports. Such limits might range from
cial exchange controls abroad has to be done Igfated absolute amounts for each time frame t
a well-run foreign exchange trading function.weighted limits which emphasize increasing rate
Most U.S. banks have judged that the simplegnovement exposure applicable to the relative
approach is to avoid trading in those currenciedlistance into the future in which the gap appears
for which the market is heavily regulated. This Aggregate trading and placement limits mus
decision is reflected in turnover statistics whictpe established for each customer, based pr
show that trading is concentrated in the majofarily on the amount of business considered t
currencies subject to the fewest controls; genebe appropriate to its creditworthiness and, sec
ally the West German deutsche mark, Canadia@ndly, on the volume of its foreign currency
dollar, British pound sterling, Swiss franc, FrencHeeds. In addition, absolute sub-limits should b
franc, Italian lira, Japanese yen, Dutch guildeplaced upon the amount of that customer
and Danish kroner. business which may be settled on one day
Should the customer be unable to meet oblige
tions on one day, the trader will:

POLICY « Be forewarned against delivery prior to receip
of customer funds on the remaining contract:
The relative importance of each of those risk outstanding, and
determinants varies with each currency traded Have an opportunity to determine whether
and with the country of each counterparty. alternate cover must be obtained to mee
Senior bank management must fully understand third-party transactions which may initially
the risks involved in foreign exchange and have provided cover for the remaining trans:
money market operations and must establish, in actions with that customer.
writing, its goals and policies regarding those
risks. Management must be able to defend It is difficult to monitor aggregate volume
logically the basis upon which such policies ardimits effectively and ensure compliance with
formed. Itis imperative that responsible officerssettlement limits for a large number of custom-
traders, clerks and auditors fully understand thers. An effective settlement limit program for at
intent as well as the detail set forth in thosdeast those relationships which possess a grea
directives. potential for late delivery or default should be
At a minimum, policies should define dealingenacted by senior management.
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7100.1 International—Foreign Exchange

REPORTS REVALUATION AND

ACCOUNTING SYSTEMS
Properly designed reports are the most impor-
tant supervisory tool available to managemenRevaluation and accounting systems should be
They must be prepared in a concise, unifornin place to accurately determine actual as well as
and accurate manner and submitted punctuallgstimated future profits and losses and to present
Management should receive daily net positiothem in such a manner as to facilitate proper
reports for each currency traded. Normallyjncome analysis by management, bank supervi-
position reports should include all foreign cur-sory personnel and the public. As previously
rency balance sheet items and future contracts g€scribed, a bank’s revaluation procedure should
well as afterhour and holdover transactionsbe test-checked at the time of monthly revalua-
excepting fixed assets and equity investment§on using independently obtained rates. While
The hedging of those investments is usually &€thods and systems may vary to some degree
management decision outside the normal respoithin banks, all revaluation systems should
sibility of the traders. The reports should behcorporate the following two aspects:
prepared by the foreign exchange and money
market bookkeeping section and reconciled daily
to the trader’s blotter. In the event that formal
position reports cannot be submitted at the end
of a business day, management should be
apprised of the traders estimated position at the
end of each day and especially before Weekendsaccounts or, for short interim periods, be

and holidays. _ charged to a separate foreign exchange adjust-
Gap or maturity reports are essential to the ment account with an offset to the profit and
proper management of a bank’s liquidity in each 555 account.
foreign currency and significant maturity 9aps, ynrealized (estimated future) profit or loss on
may affect overall liquidity. Those reports should f,ture transactions as determined by applying
show daily gaps for at least the first two weeks the appropriate forward rates to the net posi-
to one month. Beyond that time, gap periods of tions shown for each future period appearing
a maximum of two weeks each are preferred. in the bank’s gap or maturity reports. The
Gap reports are generally accurate only for the account “estimated profit (loss) on foreign
day on which they are prepared. Therefore, it is exchange—futures” is to be charged for the
essential that banks have the capability to pro- amount of the adjustment with an offset to the
duce detailed management reports daily. Loans, profit and loss account. Provided that the
deposits and future contracts as well as commit- amount of that adjustment is the difference
ments to take or place deposits should be between the existing forward rates and the
reflected in the periods in which they are sched- actual contract rates, each month’s entries
uled for rollover or interest adjustment. In most merely involve reversing the adjustment from
instances, an additional report showing those the prior revaluation and entering the new
items at final maturity is desirable in analyzing figures.
the bank's medium- and longer-term depen-
dence on money market funding sources.
Exception reports must be promptly gener-
ated upon the creation of excesses to positioﬁpEClALlZED TRANSACTIONS
limits, gap limits and customer trading and
settlement limits. Excesses over any establishddinancial Swaps
limits should conform to overall policy guide-
lines and should receive prior approval by then financial swap is the combination of a spot
responsible supervisory officers. If prior approvapurchase or sale against a forward sale or
is not possible, evidence of subsequent officgsurchase of one currency in exchange for
concurrence or disagreement as well as argnother. It is merely trading one currency (lend-
corrective action should be available for audiing) for another currency (borrowing) for that
review and management records. period of time between which the spot exchange

Actual realized profit or loss as determined by
applying current spot rates to balance sheet
accounts as well as contracts of near maturi-
ties. Adjustments to the local currency book
values would either be allocated and posted to
each of the applicable local currency ledger

March 1994 Commercial Bank Examination Manual
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International—Foreign Exchange 7100.1

is made and the forward contract matures. ThBiscount or Premiunx 360 x 100

swap is the simple identification of one transac- Spot ratex No. of days =% PA.
tion contracted at the spot rate with another of future contract

transaction contracted at the forward rate to

establish the exchange cost or profit related to _0040x 360 % 100

the temporary movement of funds into another 5 2000x30 =2% P.A.

currency and back again. That exchange (swap)
profit or cost must then be applied to the rate . ) o )
of interest earned on the loan or investment for 1his results in a true yield incentive of 1 per-
which the exchange was used. For example, €Nt 3 percent less the swap cost o
true yield of an investment for 90 days in United? Percent. , .
Kingdom Treasury bills cannot be determined de%?’lfilss ?ecg:trs]kosr a:%??:gt:lrégallsgs;?énth%?
without having considered the cost or profit‘ th(l, invvgst%ents for \[/)vhiclh they were entered
resulting from the swap needed to make poun(%’ th th . th . yt A dq it
sterling available for that investment. Likewise, 0t € €arnings on those investmen's an
the trading profits or losses generated by thgarnings upon Wh'Ch the trader’s performanct
) e h dre measured will be misstated.
trader cannot be determined if financial swap
profits and expenses are charged to the exchange
function rather than being allocated to the deparbptions
ment whose loans or investments the swap

actually funded. Option contracts permit a bank to contract tc

buy from or sell to a customer when that

customer can only generally predict the date
Arbitrage when the currency will be required. The option

contract specifies the dates, and the rate cited
._that which, in the judgment of the trader at the
. Nime of making the contract, contains the leas
exchange, arbitrage may take several forms. The nqure for the bank. This type of contract is
creation of an open position in a currency "commonly requested by commercial customer
anticipation of a favorable future movement inyho wish to cover drafts drawn under letters o
the exchange rate, in addition to being speculasyedit denominated in a foreign currency. Suct
tive, is sometimes referred to as “arbitrage incontracts involve more risk as there is no way

time.” Buying a currency in one market andfor the bank to acquire a precisely matching
simultaneously selling it for a profit in another cgyer.

market is called “arbitrage in space.” Slightly

more involved is the practice of interest arbi-

trage which involves the movement of fundsCompensated Contracts

from one currency to another so they may be

invested at a higher yield. The real yield advanThere are occasions when both parties are agre
tage in such a situation is not determined merelgble to altering the terms of an existing contract
by the difference in interest rates between th&uch alterations should be approved by a ban
two investment choices, but rather, by subtracfficer without responsibilities in the trading
ing the cost of transferring funds into the desiredoom and the operations personnel must b
currency and back again (the swap cost) frorgdvised of each compromise to avoid settlemer
the interest differential. For example, there is nd? @ccordance with the original instructions anc
arbitrage incentive involved in swapping fromt€rms.

dollars into the other currency at a 60 point per

month discount (swap cost) which exactly off-

sets the 3 percent gain in interest. Howeve@ THER RELATED MATTERS

should the swap rate move to 40 points per

month (or 480 points per year), the investmenDepartmental Organization and

might become attractive. This can be tested b ontrol

converting the swap rate to an annual percentage

rate: Itis imperative that there be a distinct separatiol

Commercial Bank Examination Manual March 1994
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7100.1 International—Foreign Exchange

of duties and responsibilities between the tradmethods. Information provided in the Treasury
ing and the accounting and confirmation funcDepartment monthly foreign currency reports is
tions within the department. Many opportunitiesadequate for the preparation of reports of exam-
exist to avoid established limits and policies oiination and can be adapted easily to reporting
for personal financial gain, whether by speculatfor currencies other than those specified in the
ing beyond loosely controlled limits, concealingreporting instructions.

contracts because of poor confirmation proce-

dures or by simple fraud. Periodic audits and

examinations are no substitute for the existenceEDERAL FINANCIAL

of sound safeguards. INSTITUTIONS EXAMINATIONS
COUNCIL UNIFORM GUIDELINES

Supervision of Branches and The “Uniform Guideline on Internal Control for

Subsidiaries Foreign Exchange in Commercial Banks,” as

adopted by the three federal bank regulatory
Whether a bank maintains central control oveagencies, established minimum standards for
all foreign exchange and money market actividocumentation, accounting and auditing for for-
ties at the head office or elects to decentralizeign exchange. Most of these standards have
that control, the policies, systems, internal conalready been incorporated into the Foreign
trols and reporting procedures should not diffeExchange Internal Control Questionnaire in this
among separate offices within the bank. section. See the appendix for the text of these

The bank should be apprised of its worldwideguidelines.

positions by daily summary reports. Detailed net (Source: Excerpts from “Foreign Exchange
position and maturity gap reports should beMarkets in the United States” by Roger M.
received periodically in order to prepare consoliKubarych of the Federal Reserve Bank of
dated positions, as required, and to monitoNew York have been incorporated into this
individual unit trading volume and funding section.)

March 1994 Commercial Bank Examination Manual
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International—Foreign Exchange

Examination Objectives .
Effective date March 1984 Section 7100.2

1. To determine if the policies, practices, pro5. To determine if the revaluation and account
cedures and internal controls regarding for- ing systems are adequate and accurate
eign exchange activities are adequate. reflect the results of the trading operation.

2. To determine if bank officers, traders and. To determine compliance with laws and
clerks are operating within the established regulations.
guidelines. 7. To initiate corrective action when policies,

3. To determine the extent of risk attributable to practices, procedures or internal controls ar
net open positions, maturity gaps and coun- deficient, or when violations of laws or
terparty credit weakness. regulations have been noted.

4. To determine the scope and adequacy of the
audit function.

Commercial Bank Examination Manual March 1994
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International—Foreign Exchange

Examination Procedures
Effective date March 1984

Section 7100.3

1. If selected for implementation, complete or
update the foreign exchange section of the

Internal Control Questionnaire. 9.

2. Based on the evaluation of internal controls
and the work performed by internal and
external auditors, determine the scope of the
examination.

3. Test for compliance with policies, practices,
procedures and internal controls in conjunc-
tion with the remaining examination proce-
dures. Also obtain a listing of any deficien-
cies noted in the latest review done by
internal/external auditors, and determine if
appropriate corrections have been made.

4. Obtain a trial balance, including local cur-
rency book values, of customer spot and
future contract liabilities by customer and
by maturities and:

a. Agree or reconcile balances to appropri-
ate subsidiary controls and to the general
ledger.

b. Review reconciling items for reason-
ableness.

5. Review foreign currency and appropriate
local currency subsidiary control ledgers to
determine that for each local currency entry
there is an accompanying foreign currency
entry unless they represent:

a. Brokerage charges to the local currency
ledger.

b. Profit and loss adjustments to the local
currency ledger.

c. Correction of errors in either ledger.

6. Provide liability and other information on
common borrowers to the examiner as-
signed to “International—Loans and Cur-

rent Account Advances.” 10.

7. ldentify those contracts with counterparties
who are affiliates of or otherwise relatead to
the bank, its directors, officers, employees,
or major shareholders, and
a. Compare the contracted rates with avail-
able rates for the same transaction date
or with other similar contracts entered as
of the same transaction date.

b. Investigate any instances involving off-
market rates.

8. Perform an independent revaluation of at
least one major currency using rates obtained
from independent sources, and compare
results to the accounting department's

monthly foreign exchange profit and loss
entries.

Check the most recent revaluation workpa
pers and resultant accounting entries t
determine that:

a.

Foreign currency amounts and book val
ues were properly reconciled to subsidi-
ary ledger controls.

. Rates used are representative of mark

rates as of revaluation date.

. Arithmetic is correct.
. Profit and loss results are separatel

recorded and reported to managemer

for:

» Realized profit or loss, i.e., that which
is determined through the application
of spot rates.

* Unrealized (estimated future) profit
and loss, i.e., that which is determined
through the application of forward
rates.

. Financial swap related assets, liabilitie:

and future contracts are excluded from

the normal revaluation process so tha

the results identified in step 9d reflect
more accurately the trader's outright
dealing performance.

Financial swap related costs and profits

are:

« Amortized over the life of the applica-
ble swap.

» Appropriately accounted for as interest
income and expense on loans, securi
ties, etc. Test financial swap income
and expense calculations and verify
the accounting entries.

Review workpapers for selected revalua
tions performed since last examination. Test
check and, if satisfied that they are accurate

a.

Analyze combined realized earnings tc
determine that profits are commensurat
with risks taken.

. Analyze monthly unrealized revaluation

results (forecasts) to determine that:

e The resulting amount for the last
revaluation, if loss, is not large.

* An increasing loss trend over previous
revaluations does not exist. (Although
month-to-month variations are not
uncommon, an increasing unrealizec
loss trend could indicate that a trader is

Commercial Bank Examination Manual
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7100.3 International—Foreign Exchange: Examination Procedures
caught in a loss position and is pursu-  a. Net position schedules.
ing a notion that a negative trend inthe  b. Maturity gap schedules.
exchange rate for that currency will  c. Frequent or sizeable excesses over any
reverse and, if combined with an ever established limits.
multiplying increase in volume, might d. Any limits deemed excessive relative to:
eventually be able to repay accumu- « Management’s policy goals regarding
lated losses.) the nature and volume of business
11. Obtain the percentage of total contracts intended.

12.

13. Discuss with appropriate officers and prei4.

outstanding (dollar value of purchases plus

sales that are with corporate customers).

Analyze this percentage in regard to trend

and comparison, if possible, to banks with

similar trading volume. Ascertain if corpo-
rate volume is commensurate with written
policy in regards to purpose and scope of
the foreign exchange trading function.

Determine compliance with laws and regu-

lations pertaining to foreign exchange activ-

ities by performing the following for For-
eign Currency Forms FC-1, FC-1a, FC-2,
and FC-2a:

a. Obtainthe mostrecently prepared monthly
and weekly reports and review for accu-
racy.

b. Select random bank-prepared daily net
position reports for Wednesdays and
month-end business days and test to see
that:

» Reports are being filed as required.
* Reports are accurate.

Be aware of instances in which net
positions are generally large but reduced
as of Wednesday and month-end report-
ing dates.

pare in appropriate report format:

* The bank’s capital structure.

» The creditworthiness of trading coun-
terparties.

« Individual currencies which are sub-
ject to or are experiencing relatively
sporadic rate changes.

* Individual currencies for which limited
spot and future markets exist.

» Experience of traders.

» The bank’s foreign exchange earnings
record.

e. The absence of any limits deemed
appropriate in present and foreseeable
circumstances.

f. Customers whose obligations are other-
wise previously classified or intended to
be criticized.

g. Foreign exchange contracts which, for
any other reason, are questionable in
quality or ultimate settlement.

h. Violations of laws and regulations.

i. Deficiencies in internal controls.

j. Other matters regarding the efficiency
and general condition of the foreign
exchange eepartment.

Update the workpapers with any informa-

tion that will facilitate future examinations.

March 1994
Page 2
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International—Foreign Exchange

Internal Control Questionnaire .
Effective date March 1984 Section 7100.4

A review of the bank’s internal controls, poli- 5. Isapproval by a non-trading officer requirec
cies, practices and procedures regarding foreign  for all compensated transactions?
exchange trading is essential to ensure no exces-6. Do credit approval procedures exist for
sive risk or exposures exist. The bank’s systems  settlement (delivery) risk either in the
should be documented in a complete and con-  form of settlement limits or other specific
cise manner and include, where appropriate, = management controls?
narrative descriptions, flowcharts, copies of 7. Does a policy procedure exist to ensure
forms used and other pertinent information. that, in case of an uncertain or emergenc
Iltems marked with an asterisk are particularly situation, the bank’s delivery will not be
significant and require substantiation by obser-  made before receipt of counterpart funds’
vation or testing. 8. Do the above policies apply to all branch
offices as well as majority-owned or con-
trolled subsidiaries of the bank?
9. Does the bank have written policies
POLICIES covering:
a. Foreign exchange transactions with it

1. Has the board of directors, consistent with own employees?

it§ responsi.bilities, adopted written poli- b. Foreign exchange transactions with
cies governing. _ members of its board of directors?
a. Trading limits, including: c. Its traders’ personal foreign exchange
 Overall trading volume? activities?
* Overnight net position limits per d. Its employees’ personal business rela
currency? tionships with foreign exchange and
* Intra-day net position limits per money brokers with whom the bank
currency? trades?
» Aggregate net position limit for all *10. Are the above policies understood anc
currencies combined? uniformly interpreted by all traders as well
» Maturity gap limits per currency? as accounting and auditing personnel?

Individual customer aggregate
trading limits, including spot

i ?
transactions TRADING FUNCTION
« Written approval of excesses to above
limits? 11. Is a trader’s position sheet maintained fo

b. Segregation of duties among traders, each currency traded?
bookkeepers and confirmations;s poes management receive a trader’s pos

personnel? ] tion report at the end of each trading day"
¢. Accounting and revaluation procedures?13  Does the trader’s position report reflect the
d. Management reporting requirements? same day's holdover and after-hours
2. Do policies attempt to minimize: transactions?
a. Undue pressure on traders to meet sped4. Are trader’s dealing tickets prenumbered'
cific budgeted earnings goals? a. If so, are records and controls ade:
b. Undue pressure on traders, by account guate to ascertain their proper sequen
officers, to provide preferred rates to tial and authorized use?
certain customers? *b. Regardless of whether or not
*3. Are traders prohibited from dealing with prenumbered,
customers for whom trading lines have not + Aredealing tickets time date stamped,
been established? as completed, or
4. Are all personnel, except perhaps the head  Are dealing tickets otherwise iden-
trader, prohibited from effecting transac- tified with the number of the result-
tions via off-premises communication ant contract to provide a proper
facilities? audit trail?
Commercial Bank Examination Manual March 1994
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7100.4 International—Foreign Exchange: Internal Control Questionnaire

*22. Are local currency equivalent subsidiary

ACCOUNTING AND REPORTING

records for foreign exchange contracts bal-

*15. Is there a definite segregation of duties, anced daily to the appropriate general
responsibility and authority between the ledger account(s)?
trading room and the accounting and*23. Are foreign exchange record copy and
reporting functions within the division customer liability ledger trial balances pre-
and/or branch? pared and reconciled monthly to subsidi-

16. Are contract forms prenumbered (if so, are  ary control accounts by employees who do
records and controls adequate to ensure  not process or record foreign exchange
their proper sequential and authorized use)?  transactions?

17. Are contracts signed by personnel other24. Do the accounting and filing systems pro-
than the traders? vide for easy identification of “financial

*18. Are after-hours or holdover contracts swap” related assets, liabilities and future
posted as of the dates contracted? contracts by stamping contracts or main-

*19. Do accounting personnel prepare a daily ~ taining a control register?
position report, for each applicable cur-
rency, from the bank’s general ledger and:

a. Do reports include all accounts denom-,
inated in foreign currency? CONFIRMATIONS

b. {Are thpse reports reconciled daily to the 25. Is there a designated “confirmation clerk”
rader’s position reports? s - . -

. oo . . within the accounting section of the divi-

c. Are identified or unreconciled differ- :

- ! sion or branch?
ences reported immediately to manage- . - ) o
ment and to the head trader? a. Incoml'ng cor_1f|rmat|o_ns. . .

d. Are all counterparty non-deliveries on « Are incoming confirmations deliv-
expected settlements reported immedi- ered directly to the conflrmatlorl)
ately to management and to the head clerk gnd not to traQ|ng personngl.
trader? * Are signatures on incoming confir-

*20. Are maturity gap reports prepared for ][na.tlons verified with signature cards
liquidity and foreign exchange managers or: .
at least biweekly to include: — Authenticity? ) )

a. Loans and deposits reflected in the — Compliance W.'th .adV|sed Sig-
appropriate forward maturity periods natory authorizations of the
along with foreign exchange contracts? counterparty? _

b. Loans, deposits and foreign exchange * Are all data on each incoming con-
contracts (specify whether reflected in firmation verified with file copies of
the maturity periods in which they fall contracts to include:
due or in which they are scheduled for — Name? o
rollover )? — Currency denomination and

c. Commitments to accept or place depos- amount?
its reflected in the appropriate maturity — Rate?
periods by both value and maturity — Transaction date?
dates? — Preparation date if different from

d. All those items (specify whether as of transaction date?
the day on which they mature or — Maturity date?
bi-weekly or monthly maturity periods — Delivery instructions, if
- )? applicable?

e. All those items as of the day on which * Are discrepancies directed to an offi-
they mature, if necessary, i.e., in the cer apart from the trading function
event of a severe liquidity situation? for resolution?

*21. Doesthe accounting system render excesses * Is a confirmation discrepancy log or
of all limits identified at step 1 immedi- other record maintained to reflect
ately to appropriate management and is the identity and disposition of each
officer approval required? discrepancy?

March 1994 Commercial Bank Examination Manual
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International—Foreign Exchange: Internal Control Questionnaire

710(

» Are telex tapes retained for at least
90 days as ready reference to rates
and delivery instructions?

the revaluation process so that the
results identified in step 26a above
more accurately reflect the trader's

*b. Outgoing confirmations: outright dealing performance?

 Are outgoing confirmations mailed/ c. Are financial swap costs and profits:
telexed on the day during which » Amortized over the life of the appli-
each trade is effected? cable swap?

» Are outgoing confirmations ad- » Appropriately accounted for as inter-
dressed to the attention of persons est income and expense on loans
other than trading personnel at securities, etc?
counterparty locations? d. Are rates provided by, or at least

» Does the accounting and/or filing verified with, sources other than the
system adequately segregate and/or traders?
identify booked contracts for which
no incoming confirmations have

ived?
been received® OTHER

Are follow-up confirmations sent by
the confirmation clerk if no corre-
sponding, incoming confirmation is
received within a limited number of
days after the contract is effected (if
S0, specify. )?

Is involvement by the auditing
department required if no confirma-
tion is received within a limited
number of days after the transmittal 29.
of the second request referred to
above (if so, specify __)?

Are confirmation forms sent in
duplicate to customers who do not 30.
normally confirm?

« Are return copies required to be
signed?

*27.

REVALUATIONS

Is the bank’s system capable of adequatel
disclosing sudden increases in trading vol
ume by any one trader?

28. Do such increases require officer review tc

insure that the trader is not doubling vol-
ume in an attempt to regain losses in his o
her positions?

Does the bank retain information on, anc
authorizations for, all overdraft charges
and brokerage bills within the last 12
months?

Does an appropriate officer review a com
parison of brokerage charges, monthly, tc
determine if an inordinate share of the
bank’s business is directed to or handlec
by one broker?

CONCLUSION

*26. Are revaluations of foreign currency

accounts performed at least monthly? 31. Is the foregoing information an adequate

a. Does the revaluation system provide for

segregation of and separate accounting

for:

» Realized profits and losses, i.e., those
which are determined through the
application of spot rates?

» Unrealized profits and losses, i.e.,
those which are determined through 32.
the application of forward rates?

. Are financial swap related assets, liabil-

ities and future contracts excluded from

basis for evaluating internal control in that
there are no significant deficiencies in
areas not covered in this questionnaire the
impair any controls? Explain negative
answers briefly, and indicate any addi-
tional examination procedures deemec
necessary.

Based on a composite evaluation, as ev
denced by answers to the foregoing
questions, internal control is considerec
(adequate/inadequate).
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International—Purchases, Sales, Trading, Swaps,
Rentals, and Options of LDC Assets _
Effective date September 1992 Section 7110.1

The prospects for full LDC debt repaymentPrices (and liquidity) in the LDC debt market
decreased during the mid-1980s because afe influenced by a multitude of factors such a
depressed commodity prices and inflated intetthe ability/intent of public and private sector
est rates. The market value of public and privatborrowers to service the debt, availability of
sector LDC loans fell sharply below book valuedebt-equity exchange programs, anticipate
to the point where those loans became deephgfinancing of existing debt programs and the
discounted. A secondary market for tradingunderlying political and economic conditions in
LDC debt evolved and reached a degree dhe developing countries.

maturity in 1987 when banks significantly Banks generally participate in this market to
increased their loan loss reserves for their expaecrease their LDC exposures; however, som
sures to LDCs. Financial institutions in thebanks are also motivated to:

United States and overseas, including commer- ) ]

cial, merchant and investment banks, began to Generate trading profits from the spreac
actively purchase, sell, swap and rent debt between the bid and offer prices

obligations of less developed countries for their Produce fee and commission revenues fror
own account and as intermediaries for others. acting as intermediaries for principals and
U.S. multinational banks with significant LDC brokers N
loan exposures established LDC trading units Participate in swap programs to facilitate
which initially had the primary responsibility to ~ debt/equity market development

decrease the banks’ LDC portfolios. As the
secondary market matured, these units not onrlé( t violati fUS and forei v |
traded for their own accounts but became ma -So'l viotation OI' i and toreign ﬁoun ry aw%
ket makers and/or active participants in purchaﬁgn operational inefficiencies are the major pro

ing, selling, swapping and renting LDC debt. An ems faced by banks which are active marke

options market based on LDC debt also i@artlmpagts. ;I'hell_aDclé of liquidity u}dthe second-
emerging. ary market for paper could present a

The LDC debt market, once dismissed avarlety of risks to market participants. In the

illiquid, has evolved from a trickle of activity absence of depth in the market, the judgement

he trader is a significant factor in determining
between 1985 through 1988, to a turnover 0%he current price of thinly traded issues. The

approximately $100 billion during 1990. This ajiance on one individual to determine prices
momentum is expected to continue as partici

S . ~'and using those amounts to revalue the positiol
pants in this market have realized the potentla@ J b

. X L . ould result in under or overstating the profit
for generating substantial profits in trading LDCypq |oss and the valuation of the position itself

debt. The majority of this paper is Latin Amer- 5 conflict of interest could result in potential
ican, followed by Eastern European and African e liability if there is no clear segregation of
obligations. Debt of approximately 30 countriey ties and responsibilities between a bank’
in 300 instruments may be handled by an aCtiV?rading in LDC assets and its role on deb
participant. _ _ renegotiation committees.

The LDC trading arena includes a broad Access to LDC debt rescheduling information
range of counterparties. Although multinationakould give a bank unfair advantage over othe
banks with significant LDC debt exposures argreditor banks, which do not participate in the
the most active participants in the market, theestructuring process. Another concern is th
number of intermediaries and principals hagotential for a bank or its employees to know-
grown substantially. International financialingly or inadvertently violate U.S. or foreign
institutions, corporations, high net worthcountry laws or aid or abet violations by its
individuals and public sector entities are pri-customers or trading partners. It is clear tha
marily engaged in buying, selling and rentinghanks have a responsibility to determine tha
LDC debt for their own account. they deal only with reputable counterparties

The price of LDC paper, which is almostThe relative newness of the market and the
always at a discount from face amount, maybsence of industry guidelines pose challenge
vary widely, depending on the issuer and matuto both bank managements and the bank supe
rity of the instrument and the country of risk.visory agencies.

Pricing, liquidity, potential conflicts of inter-
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International—Purchases, Sales, Trading, Swaps,
Rentals, and Options of LDC Assets

Examination Objectives
Effective date September 1992

Section 7110.2

The objectives of conducting an examination
of LDC asset purchases, sales, trading,
swaps, rentals and options should include the
following:

1.

10.

11

. To evaluate the ability of the bank’s

To determine if LDC asset purchases,
sales, trading, swaps, rental and options
policies, procedures and internal controls
are adequate.

reporting system to adequately monitor com-
pliance to established policies, procedures
and limits.

. To review the bank’s reporting system to

determine whether it is adequate and
effective.

. To ascertain, to the extent possible, whether
13.
. To determine the extent of involvement by

LDC trading activities are in compliance
with applicable U.S. and local foreign laws.

committees responsible for LDC trading
activity in strategy and planning. For exam-
ple, have contingency plans been develope
if the need arises to liquidate a portfolio of
LDC paper. 1

. To identify potential conflicts of interest

liability between those on committees forl
debt renegotiations or those acting as agents
for the debtor country and those on the
portfolio sales personnel and LDC debt
traders.

. To determine whether accounting pro-
cedures that have been established properdy .

identify and account for loan sales, pur-
chases, swaps, rentals and other LDC trad-

ing activity. Compare these accounting pro-18.

cedures to industry practices.

. To ascertain that outstandings and traders’
positions are reconciled to the official19.

records of the bank.

. To evaluate the LDC asset purchases, sales,

trading, swaps or rentals for profitability.

To review the revaluation process utilized
in determining profitability.

To determine the adequacy of the bank’s

risk management as it relates to LDC activ-
ities. Evaluate the bank’s ability to monitor
and control the following risks:

a. Market risk

b. Credit risk

c. Settlement risk

d. Liquidity risk

e. Operational risk

f. Legal risk

12. To review and assess the adequacy of tt

audit coverage with respect to the frequenc
and scope of the audit program, experienci
of auditors, quality of audit reports and
effectiveness of management follow-up.
Determine the extent of the outside accoun
tants involvement in reviewing these
activities.

To determine if sufficient legal documenta-
tion exists to establish an enforceable agree
ment, and to ascertain the nature of an
purpose behind the underlying transaction

14 To review the bank’s procedures for con-

ducting due diligence on nonbank parties.

5. To determine the sufficiency of the bank’s

transaction files.

6. To determine if the bank allows sales,

borrowing or substitutions from its loan
portfolio to its trading positions. If yes, how
is the pricing on the loan portfolio done?
Does the bank have the proper accountin
and tracking procedures in place?

To review any unusual charges/fees and ar
split of fees or unusual destination of a
payment.

To review margin lending practices and
policies of banks offering financing to cus-
tomers dealing in LDC debt.

To review bank’s policies and procedures
regarding traders’ ability to trade in LDC
debt for their own personal account to
ensure that adequate controls are in place 1
avoid conflicts of interest and diversion of
bank’s corporate opportunities to traders’
personal benefit.
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International—Purchases, Sales, Trading, Swaps,
Rentals, and Options of LDC Assets

Examination Procedures
Effective date September 1992

Section 7110.3

An examination of a bank’s LDC asset pur-
chases, sales, trading, swaps, rental, and options
program should focus on written policies,
accounting, management reporting, conflict of
interest, risk management, and internal controls.
In addition, the examiners should address the
general nature, volume and importance of these
activities.

country on financial or economic matters.
Are the same individuals participating as
members of a debt renegotiating committee
or acting in an agency capacity for the
debtor country also involved in or commu-
nicating with those trading, swapping and
renting LDC debt?

1. Evaluate the adequacy of the bank’s written

policies regarding its LDC trading activity

and determine whether:

a. The objectives, strategy and philosophy
adhere to those approved by the bank’s

board of directors. 4

b. All documentation and legal require-
ments (both local and foreign) regarding
this activity have been addressed.

c. An approval process has been estab-
lished to execute unusual or complex
transactions in LDC paper that lacks
liquidity or has some unusual feature.

d. The policy stipulates the options avail-
able if the need arises to remove the asset
from inventory.

. Review the bank’s accounting policy for

LDC transactions.

a. Review the accounting and reporting
guidelines to assure that all aspects of
this activity are captured on the books of

the bank. 5.

b. Review the subsidiary ledgers and rec-
oncile these with the general ledger and
contingent accounts.

c. Reconcile the traders position sheet with
the general ledger accounts.

d. Review the accounting procedures gov-
erning the bank borrowing LDC debt
from its own portfolio and purchasing
or borrowing from a third party.

e. Determine if the revaluation process is
conducted separately from the trading
process and that the resultant gains or
losses are properly recorded.

. Determine whether the bank has addressed

the “conflict of interest” issue sufficiently,

so that trading activities are not being influ-
enced by other areas of the bank that may be
negotiating debt restructuring activities or
that may have provided advice to such

a. Does the policy address all the roles tha
the bank performs? Has managemen
established procedures to identify the
responsibility of renegotiating commit-
tee members, agency personnel, port
folio sales personnel and LDC debt
traders?

. Review the bank’s procedures to ensure th:

it is complying with local and sovereign

laws.

a. Is the bank aware of local and foreign
laws governing the trading of a particular
country’s debt? Are there records dem-
onstrating that legal personnel are review
ing transactions to determine compliance
with U.S. and foreign laws? To what
extent is this information disseminated to
traders?

b. Is the bank assuring itself that trading
partners are not violating these laws or
are using the bank to circumvent
compliance with applicable laws and
regulations?

Evaluate management’'s understanding c
the risks associated with LDC asset pur-:
chases, sales, trading, swaps, options ar
rentals. Determine whether all risks have
been considered and assess managemer
ability to monitor and control them. The
following risks should be considered:

a. Market Risk—The relevant risk interval
for counterparty exposure is the time
period from trade date to final settlement
date. The exposure is a function of the
change in the price during the risk inter-
val. Determine how the bank monitors
and controls its exposure to an increas
in price, if it is buying, and decrease in
price, if selling.

b. Credit Risk—Does the bank require credit
approval from appropriate lending offi-
cers for each counterparty? Review coun
terparty credit lines for proper approval.
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7110.3 |International—Purchases, Sales, Trading, Swaps, Rentals, and Options of LDC Assets: Examination Procedures

Review margin lending practices as
related to LDC debt sales.

c. Settlement RiskWhile it occurs only
when purchasing LDC assets, examiners
should determine how the bank protects
itself from this risk.

d. Liquidity Risk—Have restrictions been 9.

placed on dealing in LDC debt which is
not actively traded?

e. Operating Risk—-Review the bank’s pol-
icies and procedures for deficiencies.
Assure that all operating groups support-
ing this activity are adhering to estab-
lished guidelines.

f. Legal Risk—Has counsel reviewed
all segments of this activity from a legal
perspective?

6. Determine whether the bank’s LDC trading
activities are subject to regular audits.

a. Obtain copies of all recent audits and
review their findings;

b. Determine whether the audit procedures
covering these activities are sufficiently 4
comprehensive; and

c. Determine whether management has
taken appropriate action to resolve sig-
nificant audit concerns.

7. Evaluate the bank’s internal control policies
and procedures with emphasis on:

a. Are traders’ lines and LDC debt limits
established by country, type of paper and
customer?

b. Are limits established by credit officers
who are independent of the LDC trading
function?

c. Determine that exceptions to established!-
limits have been properly reported and
approved.

8. Evaluate the policies and procedures gov-
erning traders’ behavior:

a. What type of controls are in place with
regard to after hour trading?

b. Describe the bank’s procedures for
recording phone conversations. Are trad-
ers permitted to override the recording
devices? How long are these recordings

retained? 12.

c. Describe the bank’s policy regarding
traders’ remuneration.

d. What types of procedures and policies
have the bank implemented to address
self-dealing in LDC debt by traders?

e. In what manner are the traders edu-
cated about the bank’s policies and
procedures?

Describe the type of LDC transactions

entered into by the bank:

a. Does the bank engage in fronting (i.e.,
sales of participations, etc.) transactions?
When engaging in fronting transactions,
does the bank conduct the proper legal
analysis regarding whether such transac-
tion would violate any U.S. or foreign
laws or restructuring agreements? Does
the bank inquire as to the customer’'s
purpose for acquiring LDC debt in front-
ing transactions?

b. Does the bank engage in parking trans-
actions through a third party or another
banking unit? Does the bank permit other
financial institutions to park debt with it?

Evaluate the private banking unit/

group’s involvement in LDC transactions:

a. How are the private banking clients
obtained?

b. What types of LDC transactions does the
bank enter into for its private banking
clients? Does the bank inquire as to
purpose of transactions entered into for
private banking clients?

c. What type of scrutiny is performed to
assure that the bank “knows its private
banking clients?”

Describe the types of fees which the bank

pays when engaging in LDC transactions:

a. What are the amounts of broker fees?
Are these fees easily determinable?
Are these fees in line with the industry
practices?

b. Does the bank have any other type of fee
arrangements (i.e., specially negotiated
fees, partnerships, etc.)?

c¢. Has the bank diversified its use of brokers
adequately?

Evaluate broker involvement in the LDC

trading activity and review the fee structure

on transactions.

March 1994
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International—Purchases, Sales, Trading, Swaps,
Rentals, and Options of LDC Assets

Effective date September 1992

Section 7110.4

FIRST-DAY LETTER 10

Please provide the following information regard-
ing your bank's LDC asset sales, purchases,
swaps, options, and rental programs as of
(examination date

1. A complete inventory, broken down by11.

country, of all LDC paper held in the

trading account and the investment account.2,

2. A listing of all sales/purchases of LDC
paper that identifies the assets or com-
mitments sold/bought and inventory by

(a) obligor, (b) face amount, (c) maturity, 13,

(d) price, (e) closing date, (f) counterparty
names, and (g) the names and address of the
assignor and assignee.

Sales from the bank’s own portfolio
should be reported separately from transac-
tions of the LDC trading unit.

3. Listing of all rentals of and options held on
LDC paper.

4. A copy of the bank’s specific policies and
procedures for LDC asset purchases, salei6
swaps, options and rentals.

5. A copy of all rules of conduct, procedures
and policies governing LDC activities.

6. An organizational chart and the names and’-

titles of individuals designated as responsi-
ble for LDC trading activities.

7. A listing and brief description of all man-
agement information reports covering thes
activities and copies of these reports.

8. Describe accounting policies and operatin%
procedures if the LDC trading unit bor-
rows from the bank’'s loan portfolio to
effect delivery or borrows/lends LDC debt
from/to third parties.

9. Information broken down by trading loca- 20.

tion/profit center showing the volume of
LDC assets purchased, sold, swapped and

rented during the two prior years, the cur-21.

rent year to date and a projection of the
volume of activity for the balance of this
year and next year.

. A listing of all limits, including the bank’s
overall inventory limit, country limits,
type of paper limit, customer settlement
limit and trader limits. Indicate the policy
regarding the review dates of limits. A list
of any exception reports to these limits anc
management’s responses to exceptions.
A listing of principal counterparties and
approved counterparty lines.

A list of brokers used and indicate the
approximate percentage of total busines
conducted with each and the fees paid t«
such brokers.

Copies of any standard documents used
the bank in its LDC asset sales, purchase:
swaps and rentals.

14. A copy of trading policies. If the bank is a

market maker, list the type of LDC debt in
which it makes a market.

15. A listing of all general ledger contingency

and memoranda accounts, income and e
pense accounts to record LDC asset sale
swaps and renting transactions.
. Income and expenses of LDC trading activ
ities for the two prior years and year-to-
date.
Copies of the most recent audit report:
conducted by both the internal and externa
auditors, including management response
on the bank’s LDC asset trading activities.

8. A copy of the internal and external audit

programs and procedures used for the audi
of these activities.

9. If conducted outside of the United States

any information submitted to local regula-
tory authorities regarding the LDC trading
function should be requested.

Copies of any legal opinions rendered ol
specific transactions and a list of any pend
ing litigations.

A copy of the industry association’s rules
and regulations.
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